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9 |= MANAGEMENT AND THE CREATIVE SCIENTIST 


The creative scientist and his discoveries are essential to survival in the space age, yet he 
is frequently a thorn in the flesh of corporate managers who do not understand him or 
his dreams. The best way to treat him is to let him alone to do his work in his own way, 
and never, never to badger him with time clocks and reports in triplicate, this author, a 
noted scientific creator in his own right, counsels. 


® WILLIAM B. McLEAN, who received his Ph.D. in 
physics from the California Institute of Technology in 
1939, is Technical Director of the United States Naval 
Ordnance Test Station at China Lake, California. In 1956 
he received the maximum Federal Government Award of 
$25,000 for the development of the Sidewinder air-to-air 
missile. Now it can be told that Dr. McLean, in his battle 
against red tape and specifications in triplicate, which 
threatened to stifle his brain child met the frustrations 
described in his article and used daring strategy to outwit 
those who firmly believed in the status quo and keeping 
scientists in their place to protect the organization from 
innovations, such as his Sidewinder. 


12 THE PROPER ADMINISTRATION OF SCIENTIFIC RESEARCH 


It is often argued that the average business cannot afford to indulge in the luxury of 
supporting pure research, that this is and should be the proper sphere of universities, 
foundations and the government. Mr. Kaar presents the practical businessman’s view 
and cites figures to prove how costly and disquieting it can be to have a creative scientist 
loose in a well-organized firm. Product research is their rightful function, he believes. 


e IRA J. KAAR is the Vice-President and Director of 
Engineering at Hoffman Electronics Corporation. His en- 
tire working life has been spent in the electronics industry. 
Before assuming his present post he was Manager of En- 
gineering, Electronics Division for the General Electric 
Company. He is a former director of the Institute of Radio 
Engineers and a fellow of the American Institute of 
Electrical Engineers. 
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IS TECHNOLOGY DEGRADING RESEARCH? 18 


Scientists, the top-flight sort capable of revolutionizing human progress and putting men 
into space, seem to do best when left largely to their own devices, this expert who has 
directed the work of many such geniuses believes. He advocates in large measure that 
we give science back to the scientists and points out that Pasteur, who always insisted 
on running his own laboratory his way, developed four major vaccines in three years, a 
task which today’s greatest commercial laboratories probably could not duplicate. Tech- 
nology and emphasis on product development is downgrading scientific research today 
and may be responsible for a decline in American creativity, he thinks. 


® DAVID B. HERTZ, Partner In Charge of Operations 
Research for Arthur Andersen and Company, received his 
Ph.D. from Columbia University and is a graduate in 
Naval Science Engineering of the United States Navy 
Postgraduate School. He has worked for Radio Corpora- 
tion of America and Celanese Corporation, where he held 
the positions of Director of Engineering and Director of 
Planning. He was Associate Professor of Industrial Engi- 
neering at Columbia and now is Lecturer in Operations 
Research there. He is the author of The Theory and Prac- 
tice of Industrial Research. 


LRP FOR INTERNATIONAL OPERATIONS 23 


Overseas operations, facing as they do tough competition and the growing tide of na- 
tionalism in many parts of the world, call for the utmost in diplomatic and managerial 
skill. This specialist in foreign operations sketches a blueprint for allaying anti-American 
sentiment in host countries, strengthening overseas organizations, and building effective 
international enterprises. 


@ JOHN FAYERWEATHER has served on the faculties 
of the Harvard and Columbia University Schools of Busi- 
ness Administration. He is the author of Management of 
International Operations, published this year and is Man- 
aging Editor of The International Executive. He is a con- 
sultant on international business relations and is currently 
directing a research program for the International Adver- 
tising Association. 


WHAT THE NEW LANDRUM-GRIFFIN-KENNEDY BILL REALLY MEANS 
TO LABOR AND MANAGEMENT 36 


This thoughtful and fast-moving discussion of “the first major change in federal labor 
statutes in twelve years” tells the inside story of how the legislation, as finally passed, is 
all in all a victory for management. The author also indicates that this bill may cast a long 
shadow over the next administration. 


@ RICHARD J. HOSS is a labor economist who has worked 
for several years for the Bureau of Labor Statistics. He 
received his M.A. in economics at the University of Wash- 
ington and is now engaged in further graduate study in 
economics at the University of California, Berkeley. 
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41 TAX ALLOCATION AND INVESTMENT DECISIONS 


As everyone knows there are several ways of reporting depreciation, among them, straight 
line, accelerated, and the tax allocation method. Choice of which is best for a particular 
concern and its effect on the firm’s profit position are discussed here with examples, show- 
ing what each method can do to the income statements of three identical firms. 


® ALAN R. CERF is Associate Professor of Accounting 
in the School of Business Administration at the University 
of California, Berkeley. He is a C.P.A. and a frequent 
contributor to accounting journals. 


52 CAPITAL BUDGET FORMULAE 


In any enterprise, decisions concerning capital investments and additions are important. 
Formulae are mathematical shortcuts whose advantages may be lost if they are not under- 
stood. The author analyzes a number of them “to lay a few of the ghosts that haunt invest- 
ment and capital budgeting areas.” 


® WILLIAM J. VATTER is Professor of Business Admin- 
istration at the University of California, Berkeley. He has 
written three books on accounting subjects and is a fre- 
quent contributor to professional journals. 


69 THE DEVELOPMENT OF PERSONNEL ADMINISTRATION IN WESTERN EUROPE 


Europe, with Marshall Plan aid, not only has regained her postwar economic stature but 
is now rapidly forging ahead in rate of growth of the United States in many key areas, 
this author states. However, he points out, personnel administration in Western Europe 
is far different from that of the United States. He outlines the causes of this and makes 
recommendations for its improvement. 


e F. T. MALM, Associate Professor and Assistant Dean of 
the Schools of Business Administration, University of Cali- 
fornia, Berkeley, is well qualified to discuss this subject, 
having served recently as consultant on personnel man- 
agement to the Organisation for European Economic Co- 
operation. His assignment included setting up programs 
and other activities dealing with personnel problems in the 
United Kingdom, France, Italy, Germany, the Scandi- 
navian countries, Greece and Turkey. He is co-editor, with 
Paul Pigors and Charles A. Myers, professors at Massachu- 
setts Institute of Technology, of the new edition of Read- 
ings in Personnel Administration. 


Eve 
poi 
poi 








tht 
lar 
Ww- 


ant, 
ler- 
est- 


)PE 


but 
eas, 
rope 
akes 


the authors and the articles... 


A LONGER LOOK AT THE SIXTIES 84 


Evaluation of the decade to come may reveal that, from a business and economic view- 
oint, it is unlikely to live up to the rosy picture painted by some forecasters, this author 
points out, and backs up his conclusions with facts and figures. 


© LEE E. PRESTON is an Assistant Professor of Business 
Administration at the University of California, Berkeley. 
He received his doctorate in economics at Harvard in 
1958, is the author of a textbook Cases and Problems in 
Economics as well as articles on industry structure and 
related subjects. 











Editors’ Note 


When the first Sputnik went into orbit there was much bitter talk about the decline of 
creativity among American scientists. Every element in our national life was blamed 
except, just possibly, the weather. Corporations in particular were condemned. 


They were charged with stifling the genius of scientists in their employ and such 
absurd practices as using Nobel prize winners to redesign toothpaste tubes. The popular 
canard was born that American industry is stockpiling scientists and filing them away, 

each with a deep freeze attachment clamped to his brain, in lead-lined blueprint cabinets 
to make certain that none of them would ever again have an original idea. 


Of course this is patently untrue, but there does seem to be legitimate ground for 
inquiry as to whether industry in general, and top management in particular, is making 
the best or even good use of these remarkable brains which are our most precious and 
rarest human resource. 


Granted creative scientists are proble m children and their laboratories costly to main- 
tain, they are, as Socrates once said, “gadflies in the side of human progress” who can 
make a unique contribution to American business and the world in general. 


We think that in these tense times the utmost managerial skill should be expended 
by business on the care and feeding of its genuine geniuses, and we present a trilogy of 
articles on the subject in the 14 pages which follow. 


At the Thirteenth Annual Conference on the Administration of Research, William 
McLean, Ira J. Kaar, and David B. Hertz presented divergent ideas about the role of the 
creative scientist in business. 


CMR, the California Management Review, asked these distinguished thinkers, each 
an expert with intimate personal knowledge of the things he writes about, to prepare 
articles for us expanding their views. 


This assignment resulted in: “Management and the Creative Scientist” by William 
McLean, famous missile scientist and “father” of the Sidewinder; “The Proper Administra- 
tion of Scientific Research” by Ira J. Kaar, Engineering Director and Vice-President of 
Hoffman Electronics Corporation; ‘ ‘Is Technology Degrading Research?” by David B. 
Hertz, well-known management science consultant and Partner In Charge of Operations 
Research for Arthur Andersen and Company. 


Ve present their articles with pride in the hope that they will force re-examination of 
what is perhaps today a serious gap in management practice and lead to constructive 
thinking and action on the part of top business administrators. . . . The Editors. 
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| Management and the Creative Scientist 


WILLIAM B. McLEAN 


The care and feeding of geniuses has long puzzled top manage- 
ment and many a “well-adjusted” corporation has discovered 
that it can neither live with or without these brilliant rebels 
whose brain children may provide our key to survival in the 
space age. Here are a few tips from a man who ought to know, 
the physicist who created the Sidewinder missile.* 





eof} The creative scientist views management in __ it is much too complicated to explain to him 
ned _ amanner which I believe is different from why the rules exist. Military training teaches 
' that of the productive scientist. In this him that conformity is essential to self- 
uch atticle, I shall attempt to define some of the preservation. To disobey, or question orders, 
ular _|__ factors which influence the creative scientist can bring not only his own downfall, but that 
vay, { and to describe how he views management. __ of his friends. 
_ The creative scientist is a rare type of in- The graduate school in college is almost 
dividual representing only a small portion of __ the first time that most of our children learn 
for the total population and even a small frac- __ that not everything is known—that there are 
king tion of scientists. He is a nuisance, causing. vast areas of new information to be explored, 
and untold trouble for administrators and those and untold new things to try. With a lifetime 
who would like to use his services. However, of training in obedience and conformity be- 
ain. / inthe proper circumstances and climate, his _ hind them, it is not very surprising that few 
can output may be very valuable. Our organiza- of our young people still retain their early 
tional and management advances may soon _ curiosity and still have the inner drive to 
ded | make him extinct and, for that reason, I seek out and try new and unpopular things. 
a believe we should study him while we can. We have a very effective filter to weed out 
: The number of people who start life with the merely mildly creative people, and we 
ahigh degree of creative ability and creative should therefore expect that the residue who 
os } drive is unknown because the forces of continue to want to explore will be the 
— society begin so rapidly to act to repress and _ lunatic fringe, the congenital non-conform- 
restrain the curiosity and experimental opera- _ists, the people to whom any regulations are 
each tions of the young child. When he is told unacceptable. This type of person is appar- 
pare “stop asking questions,” “don’t touch,” “why _ ent not only in science, but also in literature, 
did you break that,” he soon learns that the art, acting, or any other field of creative 
liam “new” and “different” can be tried only in ability. Such people tend to be a nuisance, 
strae the face of strong social opposition. or worse, in any smooth-running organiza- 
ee. |g tion. They want change just to be different. 
d B, | Brilliant Nuisances They question even the most obvious actions 
Hons As the child enters school, he learns that s 
; ®° Dr. McLean is now Technical Director of the 
things are right because “teacher says so.” United States Naval Ordnance Test Station at China 
n of | He must adjust his conduct to the rules, and [2t"Gyin’s Authors and Articles section om Page 4 
ctive 
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and take deep delight in finding discrep- 
ancies. If they could only learn that such 
things as company policy might just as well 
be accepted on faith, life would be so much 
easier for all of us. 


Not “Organization Men” 


The creative person is work-oriented, 


rather than company or _ organization 
oriented. He is therefore hard to manage. 
If you ask him to stop doing some particular 
job he happens to be interested in, he is very 
likely to leave your organization to find 
another one which will support the work 
which has captured his interest. For this 
reason, a large percentage of the creative 
scientists collect in universities, “our worst 
run businesses,” where no one cares what 
type of research they are doing. 

Since a creative scientist is so hard to fit 
into an organization, why should an adminis- 
trator ever bother to hire one? It seems to me 
that, if we can eliminate competition be- 
tween groups by properly defining the func- 
tions of the groups, no administrator in his 
right mind would tolerate the potentially 
upsetting influences of these creative people 
who are always looking for new and differ- 
ent ways to do things. 

However, in the face of competition, there 
is always the danger that the continual 
searching, the everlasting trying of new 
things, will result in something better. There- 
fore, it is not safe to leave innovation entirely 
to the competition because it has been shown 
that, once in a great while, the breakthroughs 
made possible by continual search may com- 
pletely revolutionize our methods and pro- 
cedures. 


Of Course, They’re Costly 


We must remain as ready for change as 
our competition, recognizing, of course, that 
this readiness is expensive and must neces- 
sarily reduce company profits. 
individuals 
throughout history has shown a tendency 


The number of creative 


toward large variations, expanding after 
times of dissatisfaction and revolution when 
change is not only acceptable but desired, 
and contracting when peace has been estab. 
lished and things are going well. When 
people are happy with their operations, com- 
petition is limited, and the organizational 
system is the best in the world, why should 
we want to change it? 

If history is a good guide, we should ex. 
pect creativity in Russia and China to be 
rising, as it falls in the United States. Maybe 
this is good and will result in a higher stand- 
ard of living, but, if we feel it is important 
to reverse this trend, we need to study the 
creative scientist and try to make those 
changes that will promote his more effective 
operation, 

The factors which help a creative scientist 
produce are hard to define because they 
seem to reduce so quickly to the statement 
he makes so often, “just leave me alone.” 
However, he will produce best if he feels he 
has an important job, that he has a chance 
for major gain (preferably unexpected), and 
if he has the proper tools to do the job. 


How to Squelch Genius 


On the other hand, due to much more 
experience in the area, we find it less diff- 
cult to define those factors which will inhibit 
creative action. We can rapidly change a 
creative organization into one doing only 
routine productive work if we: 

a. coordinate work carefully to avoid 

duplication. 

(Everything new can be made to look 
like something-we have done before, or 
are now doing.) 

b. keep the check reins tight; define mis- 
sions clearly; follow regulations. 
(Nothing very new will ever get a 
chance to be inserted.) 

c. concentrate on planning and schedul- 
ing, and insist on meeting time scales. 
(New, interesting ideas may not work 
and always need extra time.) 
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ensure full output by rigorous adher- 
ence to the scheduled workday. 

(Don’t be late. The creative man some- 
times remembers his new ideas, but de- 
lay in working on them helps to dissi- 
pate them.) 


. insist that all plans go through at least 


three review levels before starting 
work. 

(Review weeds out and filters innova- 
tions. More levels will do it faster, but 
three is adequate, particularly if they 
are protected from exposure to the en- 
thusiasm of the innovator. Insist on only 
written proposals.) 


. optimize each component to ensure 


that each, separately, be as near per- 
fect as possible. 

(This leads to a wealth of “sacred” 
specifications which will be supported 
in the mind of the creative man by the 
early “believe teacher” training. He will 
then reject any pressures to depart from 
his specifications.) 


.centralize as many functions as pos- 


sible. 

(This creates more review levels and 
cuts down on direct contact between 
people.) 


. strive to avoid mistakes. 


(This increases the filter action of re- 
view.) 


i. strive for a stable, successful, produc- 
tive organization. 
(This decreases the need for change and 
justifies the opposition to it.) 

On a national scale, we are making great 
progress in most of these areas of reducing 
creativity in order to be more productive. 
Our management principles for greater pro- 
ductivity are based on strict adherence to 
the reduction of change. We have achieved 
and undoubtedly will achieve even greater 
productivity, but will this productivity lead 
to safety of the nation under the new and 
rapidly changing ground rules for the con- 
duct of war, or the influencing of people, 
which are being forced upon us? 

I sometimes wonder if one of Russia’s 
greatest advantages in the kind of economic 
conflict she has so clearly declared to be her 
goal is not the fact that she still needs things. 

Our great productivity prevents us from 
accepting goods from others and therefore 
bars us from trading with them. Our great 
independence makes concern about others 
difficult and therefore the exertion of in- 
fluence upon them negligible. 

I would like to conclude with the radical 
and unproven thought that we might be 
able to sacrifice some productivity in order 
to try new things in our struggle to stay 
ahead of a very versatile and clever op- 
ponent. 














The Proper Administration of 


Scientific Research 


IRA J. KAAR 


It’s time to shatter the popular corporate legend of the invincible 
scientist who can do no wrong, and it should be the mission of 
the research administrator to lure these gifted “brains” down 
from Cloud Nine and into the essential business of producing 
marketable products, this Engineering Director believes. 


To the general public, a research scientist is 
an awesome fellow dressed in a long white 
coat and surrounded by a maze of glass 
plumbing and high voltage wires, who peers 
owlishly into a bubbling retort and speaks 
only to his fellow scientists. Such a mis- 
guided concept of the researcher, on the 
part of the general public, is more amusing 
than dangerous. But, it is a different matter 
entirely when managers and executives share 
these ideas. 

In a way, it is unfortunate that research 
has attained such a reputation for producing 
miracles. Too many executives seem to think 
that the secret of success lies simply in bud- 
geting a fund for research, hiring some 
Ph.D’s, then sitting back in comfortable com- 
placency to await the miracle. Others don’t 
really believe in research at all but tolerate 
it because it seems to be the thing to do— 
like wearing socks. 

Research, generically, is simply a quest for 
knowledge, without restriction as to how the 
knowledge is to be used—if at all, but this 
simple definition is no longer adequate, be- 
cause research has become a very complex 
subject indeed, and now, by common accept- 
ance involves much more than knowledge 
seeking. 

I think a good deal of the confusion which 
exists in any superficial consideration of this 
subject—lies in our failure to accept the fact 
that research has come to mean different 


12 


things to different people and in our failure 
to realize that all kinds of research are neces- 
sary to our way of life. 

Research can mean anything from prob- 
ing the love life of an amoeba to concocting 
a corn remover. The first, surely, is for knowl- 
edge alone, pristine and virgin. The second 
obviously hopes to result in a product. 


Pure Research vs. Products 

We suffer much pain in justifying this or 
that kind of research and in the deprecation 
of some other kind. The facts are that two 
general types of research are essential—the 
knowledge-oriented. type and the product- 
oriented type. Administrators must accept 
the fact that the people who choose one or 
the other have different characteristics and 
thus pose different management problems. 

Obviously all product-oriented research 
must be preceded by the knowledge type. 
Scarcely a product in our electronics reper- 
toire would be possible without the power- 
ful knowledge-oriented researches of New- 
ton and Maxwell and their associates. These 
men were not at all interested in products— 
or profits, either. They were seekers of knowl- 
edge, of an understanding of basic physical 
truths. Without their findings, much of our 
product-oriented research in electronics to- 
day would be impossible. 


1 Mr. Kaar is Engineering Director and Vice-President 
of Hoffman Electronics Corporation. 
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PROPER ADMINISTRATION OF SCIENTIFIC RESEARCH / 13 


I sometimes feel that most of us are too 
much concerned with the product type of 
research, to the detriment of new knowledge, 
and that some day the well may run dry. 
Fortunately for us, however, one seed of the 
knowledge type can bring about a rich har- 
yest of the product type. 

Now, when we consider the ways and 
means of bringing about more basic or 
knowledge-oriented research, we immedi- 
ately face a serious problem. In our profit 
economy, expenses must be offset by gains 
and these gains can’t be too long in coming. 


Who Is Going to Pay the Bill? 


It has taken more than a hundred years for 
Maxwell’s teachings to give us an electronics 
industry. Perhaps a General Electric Com- 
pany could wait a hundred years for an ex- 
pense to pay off, but I doubt it, and it is 
almost axiomatic that the smaller the com- 
pany, the shorter the allowable period be- 
tween expense and pay-off. 

This is the fundamental reason why the 
great majority of industrial concerns cannot 
engage in basic or knowledge-oriented re- 
search and why this work is and must be 
largely limited to government agencies, huge 
companies, and our institutions of learning. 

The thought here is certainly not to 
deprecate basic research—quite the con- 
trary. I am simply saying that, because of 
the economy in which we live, most com- 
panies must limit themselves to the product 
type, which can be said to be the fruition of 
basic research. 

In this paper, when I speak of research, I 
shall mean those activities which permit a 
company to build new products based on 
known fundamentals, to improve its prod- 
ucts, or to make them cheaper. The problems 
to be discussed will be limited to this kind 
of work. In most practical cases we can read- 
ily distinguish whether a project is going to 
add to our knowledge or whether it is going 
to result in a saleable product in a reasonable 
length of time. 


In our progress-minded civilization, the 
need for making products obsolete and for 
building new ones goes without saying. We 
repeatedly hear executives say that “x” per- 
cent of their sales are due to products which 
were not even in existence “y” years ago. 
Research has brought this about. 

The National Bureau of Economic Re- 
search states that, while our nation’s pro- 
ductivity per man hour has risen by 29 per- 
cent per decade, since the first world war, it 
has risen more than 35 percent per decade 
since the second. It is highly significant that 
this coincides so closely with the growth of 
research. 

In 1947 research cost the country 1.5 bil- 
lions. Ten years later, the bill was seven 
billiors, and it is estimated that we shall 
spend ten billions in 1960. Research, as an 
activity in its own right, is becoming a notice- 
able part of the gross national product. 

While research costs have grown over 
fourfold since 1947, the number of produc- 
tion workers has grown only six percent over 
the same period, so it is obvious that re- 
search is becoming an increasingly important 
element of the cost of doing business, to say 
nothing of the new problems of management 
which it raises. 


Vexing to Administer 


It strongly behooves each manager to 
scrutinize his research activities and ex- 
penses on a continuing basis and to become 
as knowledgeable in this area as he is, tradi- 
tionally, in manufacturing and marketing. It 
is no longer permissible to consider research 
either as a necessary evil, or as an Aladdin’s 
lamp, it has become part and parcel of our 
day-to-day tasks, and in some ways, it is a 
most vexing part. 

I believe that much of this vexation stems 
from two causes; first, a lack of management 
understanding and skill in dealing with the 
problems and with research people; secondly, 
a lack of understanding, or a purposeful de- 
termination not to understand the problems 
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of business on the part of the researcher. I 
believe both 
greatly improved. Let us examine the situa- 


of these conditions can be 
tion first from the viewpoint of the re- 
searcher. 

The average age of today’s scientist is con- 
siderably under that of people in other pur- 
suits, and this is understandable because of 
the rapid growth of the activity. These men 
have just finished anywhere from 16 to 20 
years of intensive education. Naturally, most 
of their training has been in science—and 
properly so. With so much science to learn, 
any courses in business or economics would 
have to have been taken at the expense of 
science—and science is their business. 

Coupled with this, is the fact that the 
product they sell has been in short supply for 
years and is becoming increasingly so. 
Salaries have been notched up and up and 
the newspapers have been full of the 
romance and mystery of science. All this at- 
tention and adulation have strained the 
ability of the young scientist to cope with it 
but he really should not be blamed. He is 
simply the victim of a circumstance that has 
put him in a seller's market. But some of the 
side effects have been somewhat less than 
happy. 

Scientists Aren’t ‘‘Normal” 

For instance, today the feeling is wide- 
spread that engineers and scientists are a 
species of screwballs, smart but not quite 
normal. It is such fuzzy thinking on the part 
of managers which is partly responsbile for 
our problems. 

Of course the scientist departs from the 
norm, but so do artists and musicians. The 
difficulty comes from the fact that, while 
most people can at least understand the 
artist and the musician, a person not tech- 
nically minded has great difficulty in follow- 
ing the thinking of the scientist. 

When we compare him with the norm, we 
find that he is invariably better educated, a 


stronger reasoner and analytical thinker, and, 


usually, he is suspicious of and questions the 
status quo. For this reason, he is often con- 
sidered to be a rebel and a non-conformist, 
and strangely enough, the non-conformists 
seems to do the best work and cause the most 
trouble. 


Too Curious 

It is quite acceptable and probably desir- 
able for a genius to be a non-conformist in 
his work and in his laboratory, but when he 
steps outside he becomes a member of society 
subject to all of the rules and regulations 
thereof, and this is especially true when he 
deals with his fellows within his company, 
The fact is that discipline is a necessary 
restraint upon all members of society, even 
scientists. 

When we explore the unscientific side of 
our scientist, however, we find him decidedly 
normal. He likes to sail, and swim and play 
golf (or oftener, chess). He likes good music, 
he reads good books, he raises a family, at- 
tends the PTA meetings and gripes about 
taxes just like any one else. So let us dis- 
pense, once and for all, with the idea that 
the scientist is an odd ball and begin to 
treat him as a scientist, not as a salesman or 
a manager. 

The average scientist or engineer, with so 
much of his major to learn and so few years 
in which to learn it, is usually quite naive in 
matters of economics and business. Some 
recognize this area as one in which their skill 
is limited and lean heavily upon those who 
are expert in it. The trouble comes from 
those—usually the young ones—who think 
that science is the beginning and the end of 
all things, and devoutly believe that they 
should be left alone to pursue whatever 
course they please. 

This thinking usually leads to knowledge- 
oriented research, which, as I have said, can 
be afforded only to a limited extent by the 
average business. A study by the Harvard 
Business School describes this kind of think- 
ing and practice as a major source of project 
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failure. We have a job of patient education 
to do for these youngsters to help them avoid 
a cataclysmic awakening. Then there is the 
young ball of fire who wants to be a scien- 
tist and an executive at the same time—and 
immediately. A few succeed in this but they 
are seldom young people. 


Scientists Not Businesslike 


The Harvard Business Review, if memory 
serves, has written that, in administrative 
matters, a scientist is (generally) his own 
worst enemy. And someone, probably about 
to retire, once said that there are no wise 
young men. 

I think we have reviewed the most im- 
portant problems as they concern the scien- 
tist and that we may now suggest ways to 
correct them. Mainly, the scientist must be 
conscious of the limitations of his knowledge. 
He must realize that it is profit from sales 
which pays his salary and underwrites his 
research. He must admit that he is probably 
fallible in the areas of economics and gen- 
eral business. Moreover, he must realize that, 
in the business process, he is a team member 
who accomplishes his results through co- 
operation with others whose efforts are 
equally important to the profit of his com- 
pany. 

So much for the problems associated with 
the men who do the work. There is another 
whole family of difficulties which are associ- 
ated with the people who direct the work 
and, to my mind, these are by far the most 
important. 

First, we must realize that research is ex- 
pensive. A recent study by Booz, Allen and 
Hamilton reports that the annual cost of a 
scientist is about $30,000 per year. Let us 
assume an average laboratory employing 100 
scientists, the cost of this activity is, then, 
three million dollars per year. If the com- 
pany’s products return a net profit of eight 
percent, then about 38 million dollars worth 
of that product must be sold to offset the re- 
search bill.’ 


So, while we freely concede the indis. 
pensability of research, I wonder how many 
managers appreciate what their research ex. 
penses mean when translated into offsetting 
sales. Even offsetting sales alone will not 
suffice. After all, stockholders expect some 
return on their investment. 

Because of the outsize costs of such actiy. 
ity, selection of work projects is undoubtedly 
the number one problem. The Booz, Allen 
and Hamilton report, referred to above, states 
that only one out of three research projects 
is successful. If only one of the projects 
brought success, what happened to the other 
two? And why? The very purpose of re. 
search is to find out whether a thing can be 
done or not, and if it can be done, how to do 
it. Obviously then, the result cannot be an- 
ticipated as it can with a venture in manu- 
facturing, or even selling. 


Indispensable But So Costly 


In research, we cannot pay for a specific 
result. We really pay for the creative efforts 
of people and we hope for a productive re- 
sult. How can we improve this situation? 
The record is not good and I cannot escape 
the conviction that we should be getting 
more for our money. 

The objective of research is to produce 
something upon which a profit can be taken. 
But not just anything. The thing produced 
must be compatible with the company’s 
needs and capabilities and it must have a 
market. Its conception can come either in- 
ternally from the scientist’s proposing “some- 
thing I think I can do,” or it can come 
externally as “something we want or need.” 

Obviously, there must be a meeting of the 
minds here and this brings up a very im- 
portant necessity in the administration of 
research; that of free and easy two-way com- 
munication into and out of the research de- 
partment. 

* As this manuscript was reviewed by CMR the ques- 
tion of differential costs was brought to the author’s 


attention. Mr. Kaar replied that he prefers to retain an 
average cost viewpoint.—The Editors. 
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In product type research it is not wise that 
the project decision be made by the scientist, 
notwithstanding that the majority of worth- 
while projects are born in his mind. The 
“things I think I can do” ideas are usually 
more valuable than the “things we want” 
ideas which come from the outside, but this 
is not evidence, a priori, that they are always 
sound or right for his company. This is an 
area where the advice, counsel and agree- 
ment of the business people are indispensa- 
ble. And the final decision should be made by 
the executive who bears the profit responsi- 
bility. 


Check Sales Before Buying Research 


The subject of how to select projects for 
research is far too complex to be dealt with 
here in much detail, but I believe that when 
an organization, assuming it has technical 
competence and sound marketing manage- 
ment, achieves free and easy two-way com- 
munication between its research, and man- 
agement people, it has gone a long way 
toward minimizing fruitless research under- 
takings. 

I believe that most of the distrust and lack 
of understanding which sometimes exist be- 
tween the scientists and their associates in 
business can be traced to faulty communi- 
cation. By communication, I mean day-by- 
day discussion of the proposals and problems 
of both sides. The scientist has got to come 
out of his shell and discard his robe of mys- 
tery. The manager, the salesmen and the 
superintendent have got to abandon their 
attitude that the scientist is a self-centered 
egghead and he must be accepted as a full- 


fledged team member in the councils of man- 
agement. 

The next essential in project selection is 
an analysis of the market. Far too often 
projects are undertaken with no assurance 
that the results can be sold. There are power- 
ful tools available today in the market re- 
search area and, while affirmative answers 
here will not assure success, they can cer- 
tainly reduce the chances of failure. This is 
clearly the domain of the marketing man and 
his findings must be considered with great 
care before a research project is given the 
“green light.” 

Having selected the project, the next task 
is to get it done successfully, in minimum 
time, and within the budget. This involves 
many things—proper choice of the men, 
working facilities, rate of pay, prestige, 
privileges, but above all, it requires, on the 
part of the individual, a strong and unswerv- 
ing will-to-do, the kind of will-to-do at which 
we marveled during the war, and which led 
us to accomplish unheard-of tasks. This will 
rarely come from the man who is doing the 
work. It must come from his leaders and from 
management in the form of teaching and 
understanding, together with patience, in- 
spiration and respect. 

In the administration of product research, 
the area with which this article deals, there 
is much room for improvement. Two strongly 
recommended courses of action are, first, to 
verify the market for the effort before it is 
undertaken, and second, to improve our 
communications to the research people so 
that they may grow to understand the basic 
business facts of life. 











Is Technology Degrading Research? 


DAVID B. HERTZ 


Flattering titles on the organization chart cannot artificially 
create scientific discoveries, this author believes. In the article 
that follows, he advocates a return of the management of te- 
search laboratories to scientists “to prevent ...a continual de- 
generation of what we call research and development.” 


Mounting evidence seems to indicate that 
we are experiencing a definite loss of crea- 
tivity in organized industrial research. After 
a long period of observation, during which I 
have been a researcher as well as a consultant 
and an administrator of research projects, I 
am quite sure that, as a creative operation, 
our industrial research structure is weak. 

Is it possible, I have often asked myself 
and others that we are slowly outrunning 
some spark of creativeness? Can it be that 
the complexity of our laboratories and our 
insistence on being able to create technology 
when we need it are placing stresses on the 
industrial research system which will show 
up in declining long-range effectiveness? I 
think we must admit that there is solid and 
increasing evidence to show that something 
of this sort is happening. 

Searching for causes, one not infrequently 
hears business men blame the researcher’s 
lack of understanding of business and eco- 
nomics. However, I am not sure that the re- 
searcher is much more at a loss in the present 
economic world than the business man. 
While there are scientists and researchers 
who dwell in ivory towers, economically 
speaking, I also know many highly placed 
business executives who do not understand 
economics either. 

I recall one researcher, a brash young man, 
who did know something about economics 
and tried to dissuade a top management team 
from making a certain major investment. He 
attempted to discuss with them the eco- 
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nomics of the raw materials required. In ad- 
dition, he tried to tell them something about 
research going on elsewhere, which pointed 
clearly to the development of another kind 
of molecule that would make this investment 
rather shaky at best. He couldn’t get a hear- 
ing. 

He had lunch with me one day and said 
these men were making a mistake and that 
they would not listen to him. He had the 
economics to prove it. Well, they did go 
ahead with their investment and, I might 
add, it was, naturally, a total loss. Now, this 
is just a single example and from it I do not 
intend to infer that all research workers are 
good economists. I do think, however, that 
we cannot out-of-hand accuse them, particu- 
larly the young ones, of being bad econ- 
omists. Sometimes they do not think about 
economic problems, but perhaps that is be- 
cause they have not been given such prob- 
lems to think about. Maybe: we should en- 
courage such speculation. 


Give the Laboratories Back to 
Scientists 


Some of the most creative laboratories in 
the world, in the latter part of the nineteenth 
century, were German laboratories, particu- 
larly in chemistry. As far as organization, dis- 
cipline, and coordination are concerned, | 
doubt if there were any laboratories in the 
United States to compare with them. Observ- 
ing the success of their discipline and opera- 
tions, we find that the coordination, the 
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direction, the organization, of these German 
laboratories was in the hands of scientists and 
ood scientists. 

| think this is where we make a mistake 
in many of our laboratory operations. Per- 
haps some of our scientists are abdicating 
both the responsibility and the opportunity 
to direct, organize, and coordinate research 
as scientists. They are turning this problem 
over to administrators and business men. Let 
us explore the reasons why this has occurred 
and why it may be a serious mistake. 

Much of my career has been devoted to 
studying and building ways and means to 
describe rationally, and to utilize effectively, 
the work of scientists and the research 
process for the greater gain, in one sense or 
or another, of some organization. It has been 
a fascinating subject for study and I have 
had to unlearn most of the notions I started 
with. I’ve stuck, through thick and _ thin, 
through storms of brick-bats and an occa- 
sional bouquet, to the idea that somehow 
research was not a random and chaotic 
process. 

Nonetheless, it is in mathematical terms, 
stochastic. This only means that it has prob- 
ability characteristics. Perhaps some of the 
probabilities are pretty low; as a result, we 
set the “lightning strike’ type of discovery. 
Just because the probabilities are that once in 
a hundred projects it is possible to strike 
something very valuable, does not mean that 
this process is chaotic or that it is completely 
disorganized. 

Unfortunately, many a business man has 
kd me down the path, primrose path I 
should say, of bad economics and, by the 
same token, many a scientist has induced or 
shoved me down blind alleys of pseudo- 
creativity. But, as is often the case, sticking 
to observations, looking for something that 
somehow should be there, I begin to feel 
that I can understand some of the features 
of the passing parade. Who can tell? Perhaps 
Ido. In any event my remarks are directed, 


inno critical sense, to both management and 





science. I have no axe to grind, but I should 
like to see the research process proceed just 
a bit more efficiently, with a little more real- 
ism and less mythology surrounding it. 

In the first place, let me make it clear that 
I recognize only one class of scientific en- 
deavor: not basic, semi-basic, applied, semi- 
applied, developmental, or what-have-you 
research, but simply science. In the words of 
Pasteur, “There are not sciences and applied 
sciences, but simply science and the applica- 
tions of science.” 

Should you think an impractical researcher 
is speaking there, remember, Pasteur’s lab- 
oratory turned out four fully developed and 
tested vaccines, each requiring different at- 
tenuation techniques, from scratch, in three 
years in an era when biological experiments 
were most difficult. You may ask your phar- 
maceutical research friends the order of 


magnitude of research achievement this 
represents. 


Titles Do Not Make the Scientist 

Research and development must be 
science. If not, what is under discussion is an 
entirely different thing and does not require 
any of the disquietude or questioning we 
have here, any more than does the operation 
of a drafting room. Not that the latter is un- 
interesting, not that we cannot sit down and 
study how to operate drafting rooms, and 
not that this might not require complex 
analysis, but it is simply a different problem. 
I'd like to insist that what we call research 
be truly research, and not something else 
such as engineering. 

Is there something that we can learn from 
this? I think so. Using this definition, (it 
isn’t a definition, it’s just an insistence on 
separating two classes of things if you like) 
much of what passes under the name of re- 
search and development, is not science at all, 
but something akin to, say, production en- 
gineering. For the engineer, it is, of course, 
more glamourous to be part of research and 
development, and since management is all 
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too willing to be convinced that the magic of 
research will cast its spell over profits, the 
two form an interesting pair of “cloud-nine” 
sitters. The one is looking for glamour and 
prestige which will emanate from a discovery 
which cannot by the nature of things turn 
up; the other mystically counting the profits 
from this same ephemeral discovery. 

This is a bit senseless, don’t you agree? I 
am going to suggest that we snap out of this 
foggy thinking and see what research really 
is. Let us not confuse it with any of these 
product, process or production engineering 
operations. If we do, both science and crea- 
tivity and management as well will lose, and 
the losses in both cases will be disastrous to 
all of us. 


Yardstick for Judging Research 


It would seem, at this point, perhaps only 
fair to answer the inevitable question as to 
how to tell the difference, between research 
and “something else.” (Parenthetically, any 
good manager ought to be able to tell the 
difference, shouldn’t he?) On the other hand, 
if the man who is doing the work cannot tell 
whether he’s doing research or not, how can 
the manager be expected to? I use a test 
which can only be developed from a study 
and understanding of the particular busi- 
ness or industry and its patricular scientific 
point of view. It is this: “If there’s a good 
(say one out of ten or better) chance that ‘new 
knowledge’ (this can easily take the form of 
a new product that is not known before, or a 
new process) will come out of the work, then 
it is research.” 

Thus, in designing large boilers, where 
each new boiler may have new specifications 
and requires new designs, we do not have 
research. Although there are perhaps many 
engineers and physicists involved, there is 
no chance at all, or virtually none, any new 
knowledge will be derived. However, the 
first few practical forced circulation boilers, 
for example, were indeed new knowledge in 
themselves, and as such required research. 


The zipper, for example, was a research 
project, incidently done not in a large re. 
search organization but developed by an in. 
dividual. 

Another example might be the steam en. 
gine prior to the work of Carnot, Black and 
Joule. In fact, the construction and building 
of steam engines for profit before the de. 
velopment of thermodynamic theory con- 
tributed greatly to the growth of such knowl. 
edge at the time. This made it possible for a 
great deal of thermodynamics to develop 
subsequently. There were steam engines 
being built and designed and blown up for 
a hundred years prior to any real theoretical 
knowledge of how the things should and do 
operate. 

Here we are; at least here I am, observing 
research on the business scene and saying a 
themselves. They 
of doing research 
when there isn’t a chance in a million of ac- 
complishing any. They are lumping many 
kinds of operations together and worrying 


lot of people are fooling 
talk about the possibility 


about the economics of joint operation which 
is hardly research. Rather than attempt to 
extend the area of research, we must con- 
sider research as a struggle for the posses- 
sion of strong points held by nature with 
extreme tenacity. If we then say that the 
scientist is the only real strategist who can 
campaign effectively in this war, clearly it is 
up to the scientist to undertake to be a bet- 
ter strategist inresearch. 

A good scientist with a certain amount of 
freedom to probe, to look along the research 
front on a broad basis, hoping to find weak 
points, is operating at a creative and useful 
strategic level. This is the crucial place 
where we can gain our advantage over the 
unknown. The scientist cannot tell in ad- 
vance, nor can a military commander tell in 
advance, where he is going to achieve a 
breakthrough. If he is a good commander, 
he has a fair notion as to where and how he 
should be probing to find his way. When he 
finds a breakthrough, or when he finds a 
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weak spot, the strategist of science must 
mass his forces to consolidate the break- 
through. 

This means that the job of the research 
administrator (who is or should be a scien- 
tist) is to have ready the resources which will 
enable him to achieve and exploit such 
breakthroughs. While the resource may be 
, small group of researchers or a larger 
group, it is not likely to be a laboratory of 
tens of thousands of people. It does not make 
much sense that it would be. But it is cer- 
tainly likely to be a group including top- 
notch minds, who are able to pick out the 
weak spot and do something with it. The 
scientific director must control the gathering 
and evaluation of intelligence about the bat- 
tleground on which he is engaged. 

In this war of science against the un- 
known, there must be tactical training and 
tactical skillfulness. The person who is doing 


the bench work must be a good tactician and 


he has to know what he’s doing. Seeing that 
this is so is a part of the scientific adminis- 
trator’s job. There is no reason to expect a 
manager, in the economic sense, to know 
whether an electronics engineer is, in fact, a 
good tactician who can deal with the obser- 
vations that he makes in a skillful way. This 
isnot something that I would expect a man- 
ager, a business manager, to have to do, or 
be able to do very well, but the scientist- 
manager is a different story. 

Over the long haul the managers, the sci- 
entist-managers, in the research organization, 
and indeed all scientists, are fighting such 
battles to wrest information from nature. 
These are not easy tasks. Each resource used 
to obtain one objective means that this par- 
ticular resource cannot be used at the same 
time to obtain another objective. Thus the 
development and assignment of resources to 
altemative use is of paramount importance 
inscientific endeavor. 

As an observer, this particular area in our 
research programs looks the weakest to me. 


Examining various organizations, I find a 


semi-desire on the part of the scientific direc- 
tors to say “all my projects are excellent, 
everything I do is tops, we don’t have any 
projects that are other than excellent.” This 
just cannot be so. There is no such thing, as 
far as I have ever observed, as equal excel- 
lence among, let us say, 40 or 50 going proj- 
ects in a single laboratory. 

When a scientist tells me that we cannot 
rank in some sense, the merits of the 40 or 50 
things we are doing, I know that somewhere 
he has fooled himself because it can be done. 
And it ought to be done by a scientist and 
not by a businessman. Oh yes, the business- 
man can examine and evaluate markets and 
profit potentials, but when you look at the 
real marketability of the important commer- 
cial discoveries, you find, as a rule, that peo- 
ple either very much overestimated or very 
much underestimated them. After the basic 
discoveries are made and we begin to get a 
feel for the markets, we can begin to tell 
but then, again, we're moving away from the 
area of science and into the area of engi- 
neering. 


A Job for Scientists Only 


The attainment of any objectives in re- 
search and development, no matter where 
or how achieved, must fit into this over-all 
advance of science on its broadest possible 
front. That does not mean that a given ex- 
penditure of effort for the achievement of a 
particular objective has been economical; 
maybe we spent too much to get a specific 
objective, but once having achieved it, it 
should be worth something. We all know, I 
think, that nature gives up its secrets only 
in bits and pieces and never surrenders com- 
pletely. We do make great progress with 
carefully chosen strategies, and adequate 
tactics in the laboratory. 

Bad strategies, that is bad planning, on 
the part of research directorships and bad 
tactics, that is poor skill at the bench level, 
lead to failures, or virtual failures, in research 
and scientific effort. Putting this puzzle to- 
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gether is not a problem for the businessman 
to solve, but is a problem for the scientist to 
solve. The crucial kidding of one another by 
pseudo-scientists and businessmen, that they 
are jointly undertaking research when they 
are not, may have a great deal to do with 
preventing the achievement of a solution of 
this kind of problem. 

Conant, in about 1950 or so, pointed out 
that the belief in the triumphal march of 
science down the ages was rather false. He 
said that progress has resembled much more 
closely the infiltration of modern war, in 
which tactical objectives have been seized 
by bold leaps and then held precariously 
while the main body has been slowly con- 
solidating the ground in the rear. He pointed 
out that this explained the frequent and dis- 
concerting inconsistencies of a great many 


thinkers. 


Strategic Thinkers 


The president of one of the country’s 
largest companies which has been very suc- 
cessful in research tells me that he thinks 
that there is about one really profitable dis- 
covery in any one good scientist. He says 
from that point on, this scientist can become, 
for him, a strategic thinker. He does not ex- 
pect many great discoveries, or a great deal 
of specific creativity. He has been very suc- 
cessful in using his scientists to think cre- 
atively on a strategic level. He is not really 
concerned with the a priori economics. If 
the strategies are laid down reasonably well, 
the economics will come out on the positive 
side. 

To conclude these observations I do want 
to refer to a study which has serious im- 
plications for all of us. Dean John E. Jewkes 
of the School of Business of the University 
of Chicago undertook a study there, a few 
years ago on the sources of major inventions. 

Dr. Jewkes is now saying, in England, that 
maybe research and development is not 


worth all the money people are putting into 


it. The study was called “Sources of Inven. 
tion” (Macmillan, 1958) and tried to pin 
down whether our major twentieth-century 
inventions had come from the “organized ~ 
search laboratories” or whether they were 
coming from individuals. 

He found that most of the major commer. 
cially important inventions, discoveries, or 
innovations, of the twentieth century, have 
come from individuals, that is scientists who 
were working as both entrepreneurs and sci- 
entists. I'll just name a few inventions that 
came from individuals and a few from the 
laboratory from his list. These are from indi- 
viduals: air-conditioning, automatic trans- 
mission, bakelite, ballpoint pen, catalytic 
cracking, cellophane, chromium plating, 
cinerama, cotton picker, the cyclotron, the 
domestic gas refrigerator, electric precipita- 
tion, electron microscope, gyro-compass, 
hardening of liquid fats, helicopter, and in- 
sulin. The whole list is a long one. 

Among those that have come out of the 
research laboratories of manufacturing com- 
panies were such things as: acrylic fibers, 
scotch tape, DDT, lacquers for fluorescent 
lighting, the transistor. Out of 61 inventions 
studied, which are all commercially impor- 
tant, 33 came from individuals and only 21 
from companies. The rest, as he says, were 
of such mixed technological parentage as to 
defy clean-cut classification. 

I believe this is a lesson to. be kept in mind. 
You cannot artificially, by definition, by title, 
by organization charts, create science where 
there is none. Science, in my opinion, can 
only be truly created by the scientist. When 
the scientist gives in, gives up to, or deludes 
the businessman, both lose. It will take a 
real understanding between the business 
man and the scientist, to prevent a continual 
downgrading and degeneration of what we 
call research and development. To accom- 
plish this we shall have to take a realistic ap- 
proach to what it is that we are trying to do. 
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LRP for International Operations 


JOHN FAYERWEATHER 


If you are responsible for the basic strategy of a corporation’s 
foreign operations, here are some major suggestions for your 
program—meet the growing threats of nationalism and compe- 
tition by sharing financial returns with residents of host coun- 
tries, develop local national executives, and internationalize 


management. 


“What will be the key policy questions for 
international managements in the next five to 
ten years?” 

In the past 15 years U. S. business has 
“gone international” on a truly extraordinary 
scale. Our overseas investments in manufac- 
turing operations have more than tripled. 
Whereas foreign operations were essentially 
the province of a few hundred major con- 
cerns before World War II, today an esti- 
mated 3,000 U. S. companies of all sizes and 
descriptions have some interest in overseas 
production—either through their own invest- 
ments or licensing agreements. Thus in a 
multitude of companies one basic policy de- 
cision is an accomplished fact—the commit- 
ment to move outward from purely domestic 
business and become an international enter- 
prise. In retrospect, with foreign markets ex- 
panding explosively and import controls 
forcing local production, that decision was an 
obvious and easy one. 

Now come the more difficult problems. 
The task of shaping the character and poli- 
cies of a far-flung organization into a unit 
which can meet effectively the challenges of 
increasingly tough competition and evolving 
political and social forces. The major aspects 
of these problems are already apparent and 
with the knowledge gained from experience 
and research in the past few years we may 
outline the thinking which can lead to their 
effective solution. 

At the risk of oversimplification, I will 
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single out three areas which I believe present 
the critical problems which must be resolved 
in every company which hopes to have an ef- 
fective international operation five to ten 
years hence. A few companies have already 
gone a long way in the direction of solving 
these problems but for most international 
managements these will be major preoccupa- 
tions for the next few years. The three are: 
1. Establishment of operations which 
are viable in highly nationalistic environ- 
ments with particular attention to the 
ownership question and joint ventures. 
2. Development of local national exec- 
utives for senior posts in overseas man- 
agements. 
3. Welding and molding world-wide 
operations into an integrated unit. 


i. The Threat of Nationalism 


Through much of the world, especially in 
the less developed areas, the environment for 
U. S. business is dominated by two forces: 

1. The powerful emotion of nationalism 
combining patriotic pride and a thrust for 
independence with negative reactions 
against racism, colonialism, economic de- 
pendence and in general to being “second- 
class” citizens of the world society. 

2. A substantial measure of dependence 
for rapid economic progress upon the cap- 
ital and industrial know-how of the eco- 
nomically more advanced nations, espe- 
cially the United States. 
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These forces are fundamentally in opposi- 
tion and it has only been the overriding po- 
litical and economic importance of the sec- 
ond which has held the first in check. But 
the balance between the two is by no means 
static, it is in every sense dynamic and one 
of the major keys to future planning is recog- 
nition that the second, dependence on what 
U. S. business has to offer, is declining stead- 
ily while nationalism shows little signs of 
abating, 

What this means for U. S. business has 
been spelled out recently from two quite 
different viewpoints with conclusions, which 
though different in fact are very similar in 
implication. Speaking from the perspective 
of their global study of industrial conditions 
Professors Harbison and Myers observe: 

“Eventually the firm is forced to recog- 
nize that, in the opinion of the effective 
political leaders, foreign management and 
foreign financial control are only tempo- 
rary instruments for industrial develop- 
ment. In a very real sense, therefore, ex- 
patriate managers are expendable, and 
their power and influence in any rapidly 
industrializing country will inevitably 
shrink. Like patrimonial management in 
the advanced countries, expatriate man- 
agement too will become an anachronism 
in modern society....We feel that the 
wholly owned foreign firm has a limited 
role to play in the industrializing coun- 
tries. The future is likely to see an expan- 
sion of locally controlled companies which 
have an affiliation, through licensing, mar- 
keting, or consulting arrangements, with 
large business organizations in the United 
States, England, and Europe.” 

Approaching the situation with the eyes 
of a practicing executive, Harold Solmssen 
of Schering Corporation perceives the same 
sort of trend. 

“As far as we can remember, ours was the 
most progressive economy and, as a re- 
. 1 Frederick Harbison and Charles A. Myers, Manage- 


ment in the Industrial World (McGraw-Hill Book Com- 
pany, New York, 1959), p. 391. 


sult, we are the leading economic power 
today. The rest of the world had to adapt 
itself to our methods if they wanted our 
money and our products. But this may not 
always be so and we should guard against 
considering our views right and those of 
the others ‘unfair’ or ‘wrong.’ ” 

Thus there is a pressing need for U. S. in. 
ternational operations to set their policies so 
that they will be welcome in countries abroad 
when the need for our capital and know-how 
has largely passed. What does this require? 

The answer lies essentially in policies that 
satisfy the major aspirations in the host coun- 
try falling within the province of the U. §, 
operations. While the importance of these 
will vary among countries we may define at 
least four such aspirations: 

1. The quest of individuals, especially 
at the managerial level for personal op- 
portunity and advancement; 

2. The urge of the individual with en- 
trepreneurial instincts to realize them in 
the creative and financial satisfactions of 
developing a business venture; 

3. The desire of local government and 
financial circles to retain within their bor- 
ders a full share of the financial returns of 
industrial operations; and 

4. The drive of governments for eco- 
nomic progress directed in large measure 
by their plans and conceptions of what is 
in the best national interest. 

That the policies of U. S. business may 
frustrate or at least threaten realization of 
these aspirations is all too easily documented. 
A recent study of U. S. subsidiaries in Brazil 
and Mexico by John Shearer showed that 
U. S. personnel “dominate most of the top 
posts. ... The general manager, and key ex- 
ecutives at the second level are non-nation- 
als—usually Americans.” Under these cir- 
* “Organization Planning for International Opera- 
tions,” The International Executive, Winter, 1960, p- 5, 
summarized from a paper delivered at the American 
Management Association. 

3 “Overseas American Managers—Necessities or Lux- 
uries?”’, Management in the Industrial World: An Inter- 


national Analysis. Princeton University, Industrial Rela- 
tions Section, p. 17. 
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cumstances hundreds of foreign executives 
can only be promoted as U. S. nationals 
above them are moved and this movement 
to date has not been notably rapid. 

The reactions of local entrepreneurs to 
U. S$. operations are strikingly illustrated in 
Sanford Mosk’s description of the “New 
Group” of small Mexican manufacturers who 
gained a foothold during World War II and 
were the focal point of protective and restric- 
tive policies as they sought shelter from the 
incursions of bigger, more efficient U. S. com- 
panies who they felt, probably correctly, 
could wipe them out if given free rein.‘ 
More recently concerted drives among or- 
ganized commercial interests have threat- 
ened Sears, Roebuck and Woolworth as nu- 
merous small Mexican merchants have seen 
a threat to their future in new, mass mer- 
chandising methods.° They have attempted 
to curb expansion of such chain firms in 
various Ways. 

The classic case of dispute over financial 
returns from a venture is that of General Mo- 
tors in Australia. The profits from GM’s fully 
owned Holden operation are running over 
30% on its investment, a return in which 
local investors would like a share and the 
allocation for GM dividends of $16.8 million 
of foreign exchange out of total Australian 
dollar earnings of $173 million in 1959 is a 
hard fact for the government to swallow. This 
situation is extreme but in lesser degree the 
feelings it involves apply to every successful 
overseas venture making profits and seeking 
to repatriate them. 

Finally, conflicts with government eco- 
nomic planning are found in limitless variety, 
ranging from major disagreements such as 
the reluctance of U. S. automobile companies 
to accelerate manufacture of parts in Brazil 
afew years ago because they felt it was un- 
economic to many lesser problems such as 

‘Industrial Revolution in Mexico (University of Cali- 


fornia Press, Berkeley and Los Angeles, 1950), pp. 
$2-52. 
5John Fayerweather, Management of International 


Operations (McGraw-Hill Book Co., N.Y., 1960), pp. 
222-232. 


the Indian government’s criticism of the 
“wasteful” expenditures on selling efforts by 
U. S. tire companies.” 


“Yankee Firm, Go Home!” 


So there is a solid nucleus in frustration 
of objectives around which the forces of na- 
tionalism may be aroused against U. S. for- 
eign operations. One solution of course is to 
accept the eventual withdrawal of U. S. com- 
panies from abroad. Rejecting this as a de- 
featist approach, the challenge lies in the 
conception of policies which give sufficient 
scope to national aspirations so that U. S. 
business remains, if not loved, at least ac- 
cepted as a useful industrial citizen abroad. 

Much of the thinking of affected national 
groups on this subject has coalesced around 
the concept of the “joint venture.” The 
jointly financed enterprise, especially one in 
which U. S. interests have a minority posi- 
tion, is seen by government officials, local in- 
dustrialists and others as the ideal for utiliz- 
ing United States capital and especially a 
continuing flow of know-how while still giv- 
ing full scope to national aspirations. In some 
instances by legal requirements, but more 
commonly by administrative pressure and 
persuasion, new United States ventures are 
encouraged to move in this direction in many 
countries. 

Reflecting this influence, a research proj- 
ect on joint ventures directed by Professor 
Wolfgang Friedman at Columbia University, 
to be published later this year, reveals that 
there has been a significant increase in in- 
terest in joint ventures in the post World War 
II era. As a percentage of new investments, 
however, joint ventures still remain a minor- 
ity and few established investments have 
been changed from 100% United States own- 
ership to a joint ownership status. 

According to the latest census of overseas 
investments only 26% of subsidiaries had as 
much as 5% ownership by local capital.’ 

® J. Fayerweather (see note 5), pp. 247-248. 


7 U. S. Department of Commerce, Foreign Investment 
of the United States, Washington, 1953, p. 23. 








26 / CALIFORNIA MANAGEMENT REVIEW 


United States international managements 
have not as yet therefore, made any broad 
shift in policies in the direction of joint ven- 
turing. Should they? Or can the pressures of 
national aspirations be contained without 
such a policy shift? 


Guide to Basic Policy 


In answer to these questions I propose 
three basic guides in policy making. Individ- 
ual situations will vary greatly from com- 
pany to company and country to country 
defying universal recommendations. But a 
general adherence to these guide lines will, 
I believe, result in enduring policy decisions. 

1. A joint venture which contemplates 
a substantial sharing of management con- 
trol is fundamentally undesirable and to 
be avoided except in unusual circum- 
stances. 

2. A major portion of foreign national 
aspirations can and should be met by 
statesmanlike management policies inde- 
pendent of the ownership question. 

3. Some sharing with local nationals of 
financial participation in foreign ventures 
without relinquishing of management 
control is desirable. 

The first point is the most important for 
it strikes to the heart of joint venturing as 
many people conceive it. Their idea is that 
an existing or budding local entrepreneur 
joins forces with the management of a U. S. 
firm and, pooling their assets, they form a 
far stronger enterprise than either could pre- 
sent alone. The local entrepreneur knows his 
country, he has government contacts and, by 
giving the venture a strong local flavor, he 
contributes to the morale of the personnel 
and the public image of the company. The 
United States management brings its skills 
in management and technology and a con- 
tinuing flow of new know-how from research. 

Competent analysts of this subject like 
Professor Emile Benoit emphasize the neces- 
sity that the partners be compatible. 

“Finding the right partner is nine-tenths 


of the problem. ... As in marriage, there 

is nothing so important as mutual conf- 

dence, and basic agreement on values,” 
With this proviso the theory of the marriage 
of foreign and U. S. managements appears 
sound and demonstrated successes among 
the many case studies collected in the Co- 
lumbia University research indicate that it 
is feasible. 

However, there is clearly another side to 
the question sharply defined in the difficul. 
ties encountered in a number of joint ven- 
tures and the ultimate failure of others such 
as Sears, Roebuck’s union with Waltons, Ltd. 
in Australia which was severed in late 1959 
because of disagreement over financial and 
expansion policies.’ The significance of these 
difficulties can be summed up in the question 
of whether it is reasonable to expect continu- 
ing sound and dynamic management to re- 
sult from a marriage of the entrepreneurial 
drives and ideas of two managements, This 
question admits no simple answer and this 
paper is no place to attempt a full exposition 
of the subject. 

I submit, however, as a general thesis that 
where success has come out of mergers and 
other marriages in industry, it has largely 
come through an unusual coincidence of 
managerial outlooks or more commonly 
through the submersion or ultimate elimina- 
tion of the viewpoints of individuals on one 
side or the other resulting in dominance of a 
single partner. 

Those who disagree with this thesis should 
have no difficulty in accepting joint inter- 
national ventures as a general policy. But, if 
the thesis is acceptable, it casts grave doubts 
on joining forces with local national entre- 
preneurs as a means for satisfying national 
aspirations. It is important in evaluating this 
thesis to look more towards the future than 
the present. 

It can be shown quite readily that in the 
early stages of a joint venture the marriage 


> 


5“*When Businesses Marry,” International Manage- 
ment Digest, October, 1958, p. 20. 
® Business Week, November 7, 1959, p. 60. 
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of assets is of great value. The United States 
company new to a foreign country profits 
greatly from the local know-how of its part- 
ner and the local partner derives great bene- 
fits from American products and technology 
not otherwise available to him. But these 
immediate benefits diminish in importance 
fairly rapidly and then the strengths of the 
joint venture as with any enterprise begin 
to depend upon the ability of its management 
to conceive and execute policies with a uni- 
fed and persevering direction. 


Joint Ventures 


If the marriage has in fact been between 
two competent entrepreneurial managements 
(and that is assumed to be one of the key ob- 
jectives of joint ventures) then, as market 
conditions change, political forces shift, prod- 
uct changes evolve, etc., it is almost certain 
that there will be significant differences of 
opinion between the management groups. It 
is possible that they may work them out and 
the advantages of the marriage will support 
effective union. It seems more likely, how- 
ever, that the venture will either suffer from 
vacillation and inability to develop effective 
unified policy or that out of conflict will 
emerge one dominant management, so that 
the other loses an effective vehicle for achiev- 
ing its objectives in the union. Either the en- 
trepreneurial aspirations of the local national 
are frustrated or the United States company 
loses effective control over the policies of its 
foreign unit. 

This negative conclusion leads to re- 
examination of the proposition put forward 
by many local nationals that joint ventures 
should be adopted as a means of satisfying 
the varied national aspirations listed on 
page 24. The position of the local nationals 
is justified today, but primarily for one major 
reason which need not exist. 

If a major share of ownership were in local 
hands, they could readily force changes in 
those policies of many United States sub- 


sidiaries which currently frustrate national 


aspirations. For example, they could require 
the removal of U. S. executives and promo- 
tion of local personnel to top positions. How- 
ever, it is certainly not essential that owner- 
ship be shared for such a change to be made. 

The success of our most enlightened 
United States international companies in 
utilizing local executives, in blending com- 
pany policies with those of government eco- 
nomic plans, in developing local suppliers, 
etc., is ample proof that a large portion of 
the local aspirations can be met without shar- 
ing management control. 

The critical significance of the strong sup- 
port of joint venturing from overseas, there- 
fore, lies not so much in a yes or no response 
as in imaginative and persevering execution 
of policies which relieve the pressures for 
sharing management control by undertaking 
independently those actions which local na- 
tionals would foster if they gained control. 
This objective, we must grant, cannot be 
fully achieved for much the same reasons 
that even the most enlightened paternalism 
is never fully successful. There will always 
be a residual desire for full control which 
United States ownership frustrates. But, 
given a continuance of respect for private 
property, there seems every reason to assume 
that United States companies which make a 
concerted effort to give scope for national 
aspirations will be able to continue overseas 
operations indefinitely. 


Profit Sharing 


The third suggested guideline, sharing 
financial participation with foreign nationals, 
is essentially part of this approach but it is 
treated separately because it is a more diffi- 
cult area of execution than, for example, pro- 
motion of local executives. The rates of re- 
turn on investment earned by American over- 
seas operations are generally no greater than 
those of local capitalists and the dollars allo- 
cated for remission of profits can almost al- 
ways be justified on sound economic grounds 
as less than would be required for importa- 
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tion of products made locally as a result of 
the investment or gains from exports of the 
products of the U. S. operations. Yet the 
furor surrounding the Australian General 
Motors situation cited above is only the most 
notable expression of a widespread desire by 
local investors to “have a piece” of the earn- 
ings of U. S. companies and dissatisfaction 
of government authorities at the allocation 
of dollars for remission of earnings which 
might otherwise be used for importing ma- 
chinery, raw materials, etc. 


Stock Sale in Host Country 

Rejecting the concept of shared manage- 
ment in joint ventures, I feel United States 
managements must still give full considera- 
tion to the possibility of limited joint ventur- 
ing by allowing local capital to invest directly 
in their operations. A number of companies 
have already taken steps in this direction by 
selling common or preferred stock to local 
investors. 

A few are moving in the opposite direc- 
tion—one major company, for example, re- 
cently bought up outstanding common stock 
rather than face further displeasure from 
local investors who were dissatisfied with the 
low dividend payout of the company. Expe- 
riences such as this underscore the fact that 
sharing financial participation is not without 
significant disadvantages. However, as com- 
pared with disputes where management con- 
trol is shared these disadvantages do not ap- 
pear to endanger operating success and some 
concession to the financially oriented nation- 
alistic aspirations seems essential for the 
continuance of integrated international en- 
terprises. 


Mutual Stock Exchange 

One approach suggested by Business In- 
ternational is the union of companies through 
mutual exchanges of stock. BI feels such a 
step “would remove conflicts of interest be- 
tween majority and minority shareholders. It 


would create an internationally owned firm 


that, as it expands and acquires owners of 
parent stock of an increasing variety of na- 
tionalities, can give the only final answer to 
nationalistic hostilities and the problem of 
being labeled ‘foreign.’ ”’ 

This solution of course has limited applica- 
tion in that it would involve the marriage of 
a number of managements but the idea be. 
hind it of overcoming hostilities by spreading 
ownership of the international company all 
over the world is open to very general appli- 
cation. General Motors stock, for example, 
could be (and to some degree already js) 
owned by investors in every continent and 
in that way they could share in such profits as 
GM made in their own countries. In fact, 
however, this solution is currently so im- 
peded by exchange controls and the end re- 
sult is so far detached from the individual 
foreign operations that it is less promising 
as an immediate solution and more likely as 
BI suggests to be the “final answer” many 


years hence. 


Must Retain Operating Control 


Of more immediate promise is the sale of 
a part of the stock of subsidiaries to the gen- 
eral investing public in individual countries. 
With such broad sharing of ownership, the 
U. S. management, even if only retaining a 
minority interest, can retain operating con- 
trol. It is by no means essential to sell ma- 
jority ownership, however, to accomplish the 
essential objective of giving local capital a 
chance to share in the venture and to satisfy 
the desires of local governments. More prac- 
tical are such efforts as Kaiser Industries’ 
sale of 42% of the equity in its Argentine 
venture to the public." As a broader invest- 
ing public emerges through the growth of 
the middle class and the evolution of security 
markets in country after country this prac- 
tice should become increasingly common. 

To summarize then, in this first area of pol- 
icy planning we are confronted with the 
necessity of satisfying the aspirations which 


/ Business International, October 23, 1959, p. 2. 
11 Business International, May 23, 1958, p. 6. 
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underlie nationalistic drives. Despite pres- 
sures to resolve all of these through accept- 
ance of minority positions in joint ventures, 
United States managements will be wise to 
adhere to full operating control of overseas 
yentures seeking to satisfy local national as- 
pirations through statesmanlike operating 
policies including sharing of some degree of 
financial ownership through broad sale of 
company stock, 


ll. Development of Local 
National Executives 


Today, as Dr. Shearer’s study has noted, 
most of the key executive assignments in 
the overseas units of most companies are 
handled by United States executives. But 
the forces of economics and politics are set 
against this practice and, in favor of the 
eventual transfer of all management jobs 
abroad to local nationals. The relatively 
higher salaries paid to United States execu- 
tives and the travel and living allowances 
they require make it appreciably less expen- 
sive to employ local nationals in virtually any 
situation. 

Equally important are the pressures of 
government officials and public opinion in 
favor of turning management over to local 
nationals. In some countries these pressures 
are felt tangibly in the form of laws requir- 
ing employment of nationals or refusing en- 
try papers for American executives on the 
grounds that local personnel are adequate for 
the work. Such restrictions are not common 
in the case of senior executives, United States 
companies generally being legally allowed 
today to bring in men for top positions. 

However, there is strong pressure from 
government and national opinion directed 
against those companies which are slow in 
turning over management to nationals and, 
conversely, in favor of those who do give re- 
sponsibility to local executives. These pres- 
sures may be expected to grow as the num- 


ber and capabilities of local executives in- 
crease. 





Thus a sensible management must adopt a 
policy of turning over progressively greater 
management responsibility to local nationals 
and it must prepare for the day when the 
senior position in one country after another 
will be entrusted to a local executive. This 
thought may be disturbing to some, but it 
need not be. Some companies have already 
gone a long way down this road—National 
Cash Register, for example, has only some 
half dozen U. S. executives throughout its 
large and highly effective international or- 
ganization. But the transition will be effec- 
tive only if the national executives have been 
adequately prepared. There have been in 
recent years cases where management of a 
foreign unit was turned over to local execu- 
tives who were not ready and who had sub- 
sequently to be replaced by U. S. executives 
with most unfortunate public relations and 
organizational repercussions. Thus, it is im- 
perative that a thoughtful plan be evolved 
for the development of overseas executives. 

What are the requisites of such a plan? 
First, it must be directed to the levels of 
managerial characteristics at which develop- 
ment is needed. Second, it must foster spe- 
cific qualities essential for men in senior 
positions. And third, it must provide experi- 
ences which will have a permanent develop- 
mental effect. These are fundamentals ap- 
plicable to all executive development. Our 
concern here is with the special considera- 
tions which enter into their application to 
overseas executives. 


“Conditioning” Executives 


A basic, if usually unstated, assumption of 
United States executive development plans 
is that the executives’ attitudes are essentially 
in accord with the codes and objectives ex- 
pected of men in top management. We as- 
sume that they will regard cooperation with 
other executives as desirable; that they will 
favor thorough analysis in the formulation 
of policies, and so on. This is realistic. Indi- 
viduals to varying degrees may be deficient 
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in attitudes of this sort. But, by and large, 
they are an integral part of the personalities 
of managerial candidates, impressed upon 
them by a variety of experiences from child- 
hood to maturity. 

They are by definition part of our modern 
managerial culture and, since so many phases 
of a man’s life work toward their develop- 
ment, little explicit attention need be given 
to them in executive development plans. Ac- 
cordingly most attention is directed at two 
less basic phases of men’s qualities—techni- 
cal skills (budgeting, labor negotiations, etc.) 
and administrative behavior (skill in man- 
agerial coordination, approaches to analysis 
of policy problems, etc.). 

In overseas executive development such 
assumptions about the attitudes of men are 
not so broadly justified. Research into man- 
agerial organizations abroad emphasizes the 
prevalence of administrative attitudes which 
are substantially different from those of the 
U. S. managerial culture. Harbison and My- 
ers, after extensive surveys of management 
organizations abroad, report: 

“In each of the countries... the condi- 
tions generated by the process of indus- 
trialization have required increasing atten- 
tion to managerial organization, attitudes, 
policies, and development. There are, 
however, significant differences among 
countries both in the problems faced and 
in the types of reactions; these differences 
reflect various cultural patterns as well as 
variation in the stage and pace of eco- 
nomic development.” 


The main theme emerging from my inten- 
sive research with management organiza- 
tions in Mexico was that “the significant 
difficulties in relations between United States 
and foreign executives are due to the differ- 
ences in their national cultures.” The codes 
which govern men’s relations with others, 
the way they approach their work, their mo- 

2? F. Harbison and C. A. Myers (see note 1), p. 123. 


13 John Fayerweather, The Executive Overseas (Syra- 
cuse University Press, Syracuse, New York, 1959), p. 6. 


tivations, and other attitudes are in many 
societies significantly different from our own 
and strongly influence executive perform. 
ance. 

These differences force us to approach 
overseas executive development at the atti- 
tudinal level which is unnecessary in domes. 
tic programs. Philosophically one may say 
that the cultural attitudes of others should be 
respected and foreign executives should be 
allowed to evolve administrative patterns 
consistent with their own culture. 

This point of view is however impractical 
on two counts. First, both research and the 
practical experience of United States execu- 
tives confirm that United States managerial 
attitudes, when applied intelligently, result 
in more effective management than adoption 
of local attitudes. The effectiveness of U. §, 
subsidiaries abroad is based as much on the 
efficiency and drive generated by United 
States administrative attitudes as it is on 
superior technology and capital. 


The American Pattern 


Second, there are strong indications that 
the evolution of the general administrative 
attitudes in other countries is in the direction 
of our own pattern. For all its shortcomings, 
the United States is the leader among the 
nations of the world in the evolution of a 
highly efficient managerial society and the 
administrative attitudes of our executives 
are an integral part of that efficiency. 

As other nations progress toward a com- 
parable type of society it appears inevitable 
that they will experience problems similar to 
ours, and evolve somewhat the same type of 
culture. Indeed, one finds strong evidence of 
this trend in the fact that the able and alert 
managers of Europe, Latin America and Asia 
have more in common with Americans than 
do the general run of managers in their 
societies. Thus it appears that the effective- 
ness of United States subsidiaries applying 
United States managerial attitudes is simply 
evidence that their approaches place them 
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in the lead in a general cultural revolution 
which will in time envelop the whole society. 

While the specific attitudes toward which 
executive development efforts should be 
directed will depend upon the nature of each 


individual, two broad categories emerged | 


from the research reported in The Executive 
Overseas as of widespread importance: 
attitudes toward interpersonal relations and 
approaches to work assignments.“ The at- 
titudes of businessmen in much of the world, 
especially the less industrialized areas, are 
strongly influenced (1) by the merchant- 
trader attitudes characteristic of commercial 
(as distinguished from industrial) life and (2) 
by authoritarian social institutions (family, 
church, schools, etc.). 


Foster Group Attitudes 


Both of these influences foster individ- 
ualistic personality characteristics and pro- 
duce the sort of man who looks on those 
around him as antagonists and operates as a 
lone wolf, “dealing-with” and maneuvering 
around others as best he can. Though such 
attitudes are highly effective in the bazaar, 
they are incompatible with the requirements 
of an integrated management team. There is 
acommon need therefore to foster the group- 
oriented attitudes which are emerging as the 
small, one-man or family concern gives way 
to larger, professionally managed industrial 
units. 

The approach of U. S. management to 
individual work assignments is a_ lineal 
descendent of two major forces which spread 
out of Western Europe in the 16th century: 
the scientific revolution and the Calvinist 
“Protestant Ethic.” They account in cultural 
terms for the analytical, disciplined attitude 
toward managerial responsibilities which is 
the norm of our industrial society. For the 
most part these forces scarcely touched the 
cultures of vast areas of Asia, Africa, the 
Middle East and Latin America. As a result 
there is a substantial need in overseas execu- 


4 John Fayerweather (see note 12). 


tive development to build disciplined, scien- 
tific attitudes. 

In considering the development of such 
attitudes in senior overseas executives it is 
important to appreciate the need for a real 
“take” in the personality of the individual 
and not a superficial acceptance at the 
behavior level. The latter may result in ac- 
ceptable performance among junior execu- 
tives if they work under the strong leadership 
of an able executive whose own standards 
set the basic tone of management action. 
However, when we are considering men to 
whom the senior leadership position is to be 
entrusted it is essential that the acceptance 
of effective management methods be deeply 
rooted in personal conviction. 


Thorough Involvement a “Must” 


What type experiences are required to 
achieve this sort of development? The answer 
lies in two words: involvement and thorough. 
The executives must be given experiences in 
which they become deeply involved per- 
sonally and which are sustained to the point 
of thorough absorption. 

We must accept as a starting point that 
changing attitudes is an extremely difficult 
process and that radical changes are not gen- 
erally feasible, thus our concern is with 
gradual changes and in large measure with 
fostering the development of pre-existing 
potentials, not injecting new ideas. But even 
this limited objective can be accomplished 
only by experiences which have a penetrat- 
ing and enduring effect on the personality of 
the individual. 

The implications of these generalizations 
for actual executive development plans are 
fairly clear. First, because the greater part 
of a man’s experience will come on the job 
in his own country, it is essential that senior 
supervising U. S. executives understand the 
importance of attitudinal development and 
foster it by their own actions. 

Second, extended periods of work experi- 
ence in the United States should be sched- 
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uled at key stages of the development proc- 
ess. Actually living and feeling the various 
components of the U. S. managerial system 
has an impact which can never be achieved 
in a U. S. subsidiary set in the midst of an- 
other culture. 

American companies have found from ex- 
perience that local nationals who have gone 
to college in the United States or worked 
here for substantial periods often have 
acquired attitudes which make them good 
executives. Extended assignments for execu- 
tives at the formative stage of development 
can accomplish the same degree of involve- 
ment. It is important to emphasize, however, 
that the visits must be long enough and must 
immerse the individual deeply in the real 
functioning of an organization. Companies 
which have used development of this type 
effectively have found that periods of several 
months to a year are the minimum require- 
ment. 

A survey by the Institute of International 
Education indicates that some 5,000 foreign 
nationals were given training experience in 
the United States in 1959 but that only 10 
percent of these were here for over six 
months.” Doubtless those who were here for 
brief visits acquired useful technical training 
but it is only the visits of several months 
which can be regarded as effective executive 
development experiences. 

A more intensive study of the development 
practices of 150 U. S. companies by the 
Council for International Progress in Man- 
agement to be published soon shows that 
some companies have given careful thought 
to design such experiences so that they in- 
clude extended periods of formal training 
and working assignments. Taking their 
policies as harbingers of the future, we may 
predict that in the next few years other alert 
managements will develop plans for intensive 
development experiences in the United 


States for local national executives. 


15 Open Doors, Institute of International Education, 
New York, 1960, p. 14. 





lll. Internationalizing Management 


There is little doubt that the international 
operations of most companies will grow jn 
coming years both in absolute terms and jn 
proportion to domestic business. This has 
been generally true for the past decade and 
the higher rates of growth of foreign econo- 
mies suggest a continuation of the trend. 
Inevitably the pattern of management wil] 
shift to accommodate this change in the 
nature of corporate business but the manner 
in which the pattern evolves will require 
careful thought based on a realistic view of 
each company’s situation. 

The general thrust of the change of cor- 
porate management has been described in 
essentially similar terms by several authors in 
the past year.” It starts from the traditionally 
segregated status of export departments and 
international divisions which operate with a 
large measure of autonomy, too often accom- 
panied by ignorance and lack of interest on 
the part of senior company management and 
domestic associates. The international side 
of business draws products, know-how and 
capital from the rest of the company but 
structurally its operations are largely in- 
dependent of the main body of domestic 
parent company functions. By contrast the 
emerging new patterns of management in- 
volve a high degree of integration between 
international activities and the rest of the 
company. 

As a general trend this thesis is incontro- 
vertible. It can readily be observed in various 
stages in many companies today and the 
growing importance of international business 
argues for its continuation. The problem of 
planning lies not, therefore, in establishing 
the basic direction of change but rather in 
determining the character it should assume 
for a specific company. In all probability the 
result both in operating policies and organi- 


1 For example, John J. Beauvois, “Internationalism: 
A New Concept for U. S. Business,” California Manage- 
ment Review, Winter, 1960, pp. 28-37; and Gilbert H. 
Clee and Alfred di Scipio, ‘Creating a World Enter- 
prise,” Harvard Business Review, Nov.—Dec., 1959, pp. 
77-89. 
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zational structure will show many character- 
istics of the ideal integrated world enterprise, 
but will retain some of the features of the 
segregated organizations which are still the 
dominant pattern today. 


Operating Policies 

In the development of operating policies, 
the integration ideal stresses a pattern of 
activities which renders the optimum eco- 
nomic return. Manufacturing plants are 
established in countries with low costs, re- 
search activities are distributed according 
to costs and the scientific resources of various 
areas, financial assets are moved about to 
maximize return, and so forth. That sub- 
stantial progress in this direction has already 
been made is observable on many fronts; 
for example, in the rapid increase in foreign 
“sourcing” to supply U. S. markets with 
goods made in company plants abroad;” 
and in the growth of research facilities in 
Europe. 

The fact that a significant degree of 
change has occurred does not mean that the 
process will be carried through to the ideal 
of the economic optimum concept. Its limita- 
tions can be best understood by visualizing 
an extreme, yet not illogical case. It is quite 
conceivable that, on an economic basis, the 
most profitable structure for a small elec- 
tronics company would consist of a single 
large production unit in Japan, a research 
organization in Europe, and a sales organiza- 
tion spread around the world. 

Such a structure immediately gives one 
pause. Would any management wish to com- 
mit itself so heavily in single separated 
political areas? In fact, of course, even the 
economic optimum would rarely call for such 
an extreme, but the limitations, highlighted 
by the extreme case, will always be present. 
Even at the expense of some cost economies 
a responsible management must plan its 
operating structure so that it is reasonably 


secure. 


“Americans Speed Up Foreign Sourcing,” Business 
Week, January 2, 1960, pp. 66-68. 


Political Factors 


Planning the extent and character of the 
integration of international and domestic op- 
erations becomes therefore a complex prob- 
lem in which many economic and non- 
economic factors must be weighed.” Most 
important undoubtedly are the political 
forces. The hazards of a global war may be 
given some weight, though the broader im- 
plications of such an eventuality are so 
catastrophic that probably no plan could 
really take them into account. 

More realistically therefore our concern 
should be with minimizing the risks from 
single upheavals and with the evolution of 
integrated economic areas such as_ the 
European and Central American common 
markets. The former militates against placing 
a substantial portion of company activities in 
any but the most stable countries. The latter 
calls for a substantial segregation of activities 
on a regional basis. 

Indications are, for example, that the 
European common market will maintain a 
substantial protective wall which will per- 
petuate present restrictions on imports from 
countries like Japan. Projecting this charac- 
teristic, we may reasonably assume in our 
plans that a Latin American common market 
would be equally, if not more, protective and 
that current manufacturing plans, to the ex- 
tent that they attempt to anticipate the 
development of the Latin American area, 
will be based on that assumption. 

Besides the political factor must be added 
consideration of the more complex and diffi- 
cult-to-discern trends of currency restric- 
tions, exchange rates and antitrust laws. 
When all of these elements are weighed in 
the balance most companies will find that a 
significant shift toward the international 
economic optimum will be in order but that 
it will also be judicious to hedge their posi- 
tion by a good deal of “uneconomic” disper- 
sion and including retention of a large por- 


18 For a fuller discussion see John Fayerweather, “‘Lo- 
gistic Planning” (see note 5), pp. 506-512. 
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tion of their activities within the boundaries 
of the United States. 


Standard Oil Pattern 


So far as organization is concerned, the 
ideal of the new concepts calls typically for 
a world headquarters with globally oriented 
top executives, a line organization divided 
by areas (North America, Europe, etc.), and 
staff divisions which serve the whole world 
in their speciality. Structures along these 
lines have been characteristic for some time 
of major international operations like Stand- 
ard Oil Company (N. J.) and other petroleum 
companies and of manufacturing companies 
with large international interests such as 
National Cash Register, whose Chairman 
Stanley Allyn is as well known on interna- 
tional rostrums as any international division 
manager. There is no reason to doubt that, 
as the international interests of other com- 
panies expand, they also will shift their 
organizations to give greater emphasis and 
better management attention to overseas 
operations. 

There is another side to this coin, however, 
which leads me to doubt whether the days of 
the segregated “international division” are 
really numbered. It seems more probable 
that the typical organization a few years 
hence will be a hybrid, with a substantial 
degree of internationalization, especially at 
the very top, but also a good deal of cluster- 
ing and segregating of international as dis- 
tinguished from domestic activities in both 
line and staff personnel. 

The essential objective in developing any 
organization is, of course, to deal effectively 
with management problems and not to con- 
form to an ideal. The new concept of inter- 
national organization is an approach to deal- 
ing with the problems of an integrated world 
enterprise. It must be modified, however, to 
fit those aspects of the enterprise which re- 
main substantially unintegrated or segre- 
gated and further to conform to the capaci- 
ties of individuals. 


For the predictable future there will be 
many aspects of a business for which there 
is a practical division of approaches between 
international and domestic, and effectiveness 
in the management of each will call for spe- 
cialized skills of individuals. For example, 
consider the financial and tax situation, 
Whether it be through a foreign based tax. 
haven corporation or a U. S. based interna. 
tional business corporation (the so-called 
Boggs Bill proposal) it is going to be finan- 
cially desirable to manage the financing of 
overseas units so far as possible as a unit 
independent of the domestic activities. 


International Specialists 


Thus, regardless of the character of the 
over-all organization chart, there seems sure 
to be an executive who has some over-all 
supervisory responsibility for international 
financial in the 
nature of performance of their work it seems 
quite certain that the men responsible for 
operations in areas outside the United States 
will spend a good deal of their time with 
this international financial supervisor work- 


activities. Furthermore, 


ing out the allocation of the international 
financial resources and that someone will be 
designated to coordinate and facilitate the 
efforts of these men as they work as a group. 
This coordinator may be called, for example, 
“chairman of the investment committee” but 
it takes little perception to visualize that such 
a man will have already assumed much of the 
role of a “vice president for international 
operations.” 

This same line of reasoning may be pur- 
sued for personnel, advertising and other 
aspects of operations. It does not in any way 
conflict with the basic thesis that organiza- 
tions must move away from segregation to- 
ward integration of international, parent and 
domestic personnel. It does, however, in- 
dicate that the organizational planners have 
a very difficult task in discerning the exact 
form that integration should take for any 
one company at a given stage of its evolution. 


~~ 
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The prospect therefore is for steady pro- 
gress in the evolution of the integrated world 
enterprise, modified to fit realistically the 
prospects and requirements of each company 
situation. 

This article has outlined three major areas 
in which major policy and organization 
changes are required for satisfactory inter- 
national operations in the next few years: 
(1) meeting the threat of nationalism, (2) de- 
veloping 
(3) internationalizing management. In each, 
the general direction of the future is quite 


local national executives, and 


clear. The problems lie therefore in the 
formulation of realistic and effective plans. 
This will be no small task. 

In each area there are conflicting factors 
to consider and there are, as always, elements 
of inertia and ignorance to overcome. The 
hard facts of the tremendous potential of 
expanding world markets and the increasing 
competition to capture them should, how- 
ever, provide ample incentive for U. S. man- 
agements to tackle the task realistically and 


energetically. 





I believe in reason, not because of the wisdom that men have 
demonstrated in the past, but because it remains man’s best tool 
for governing himself. It is not mere chance that, whenever so- 
ciety is swept by some madness, reason falls as the first victim. 
Neither perfection nor Utopia are within man’s grasp. But if the 
frenzy of soaring hope can never be realized, we can also avoid 
the panic of plunging despair—if we learn to think our problems 
through, decide what it is that we value most, and organize our- 
selves—both as individuals and as a nation—to see that first things 


come first. 


Bernard Baruch, “My Own Story” 








What the New Landrum-Griffin-Kennedy 
Bill Really Means to Labor and Management 


RICHARD J. HOSS 


After a bitter struggle in 1958 in which the ghost of Taft-Hartley 
walked and bested the Kennedy-Ives bill, Congress, last year, 
enacted the Landrum-Griffin-Kennedy law which, in the view 
of this labor economist author, represents “a substantial victory 
for management.” His article outlines its major provisions and 
suggests the role it may play in an election year. 


On September 14, 1959, President Eisen- 
hower signed a new labor law into effect. 
The Landrum-Griffin-Kennedy bill was the 
climax of two years of effort to make the first 
major change in federal labor statutes in 
twelve years. 

In the late summer of 1958, the second 
session of the 85th Congress failed to pro- 
duce a new labor reform law due to refusal 
by the House of Representatives to suspend 
rules and vote on the measure. The out- 
come of this bitter struggle was considered 
at the time to be a victory for “an unholy 
alliance of the N.A.M., the Chamber of Com- 
merce, the reactionary Republican leader- 
ship of the House, the International Brother- 
hood of Teamsters and the United Mine 
Workers.” 

The 1958 bill, the Kennedy-Ives proposal, 
contained many elements of labor reform 
legislation and also some Taft-Hartley Act 
amendments which were less pleasing to 
management spokesmen than to union offi- 
cials. The Kennedy-Ives bill passed the 
Senate on June 17, 1958, with the support of 
the A. F. of L.-C. I. O. 

The which had 
opposed the bill through the testimony of its 


Federation, initially 

president, George Meany, on March 27, 

1958, eventually supported the modified and 

“sweetened” version passed by the Senate. 
1 New York Times, August 20, 1958, p. 22. 
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The management groups, disliking the 
“sweeteners” received by labor and also the 
lack of provisions restricting union activities 
along the lines they suggested, embarked on 
an active campaign either to amend the 
Kennedy-Ives bill in accord with their ideas 


or to prevent its passage. 


N.A.M. Opposition 

The National Association of Manufac- 
turers’ recommendations were, “Unless it 
(Kennedy-Ives) can be amended in the 
House to do the job which needs to be done, 
it should be thrown out altogether and a new 
start made with a new Congress after the 
voters have had a chance to pass on the 
issue.” 

Attempts to amend the bill to the specifica- 
tions of the N.A.M. were defeated but their 
alternative suggestion was followed. The 
House, on August 18, refused, by a vote of 
198 to 190, to suspend rules in order to vote 
on the House counterpart of the Kennedy- 
Ives bill. 

Management spokesmen, aided in their 
efforts by the United Mine Workers, and it is 
claimed by some, the International Brother- 
hood of Teamsters, thus prevented labor re- 
form legislation from emerging from the 85th 
Congress due to the complexion of the Taft- 
Hartley amendments to a bill that was sup- 
posed to be basically a labor reform law. 

2N. A. M. News, July 11, 1958, p. 2. 
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One piece of labor legislation did result 
however. A separate bill, dealing with the 
reporting and disclosure of employee welfare 
and pension benefit plans was passed by both 
houses and signed by the President. 

This law, the Douglas-Kennedy-Ives bill 
enjoyed the support of the Federation but 
not the complete support of management. 
Indeed, George Meany, in speaking of the 
recommendations made by the McClellan 
Committee, denied “the committee ‘infer- 
ence’ that ‘management generally’ supports 
sich a plan but [asserted] the fact is that 
legislation has been blocked by opposition of 
employer groups and the insurance lobby.” 

When the 86th Congress convened, most 
of the old group were present again with the 
exception of Senators William F. Knowland 
and Irving M. Ives. More pro-labor legis- 
lators were present due to the 1958 elections. 
As in the preceding year, the President urged 
action by Congress on the urgent matter of 
labor reform legislation. 

The Taft-Hartley amendment issue was 
present as it had been ever since its passage 


in 1947. Problems stemming from the basic 


labor statute of the land had been debated 
annually but never resolved. Taft-Hartley 
was again back to haunt the legislators. 
Along with it was a problem that had 
actually been solved by the congressmen in 
the preceding year. This was the problem of 
labor reform which had received adequate 
attention in 1958 but had failed to pass due 
to the perennial dispute over Taft-Hartley 
amendments. 

The choices open to the new congress 
were, either a reform bill plus Taft-Hartley 
amendments, or a simple reform bill, or no 
bill at all. As the session opened, conditions 
augured well for organized labor. The 1958 
elections had witnessed a Democratic sweep 
and the election of many of labor’s friends. 

Management sponsored “right-to-work” 
proposals had met defeat in most states 
where they appeared on the ballot and candi- 


* AFL-CIO News, Mach 29, 1958, p. 8. 


.President Eisenhower 


dates identified with them had been swept 
out of office. It appeared that no legislation 
objectionable to labor would be passed by 
this friendly congress. Management, on the 
other hand, had reason to expect few favors 
from this new congress. For management it 
was an all or nothing proposition. 

Senators Kennedy and Ervin initiated ac- 
tion on the 1959 bill by introducing their 
proposal on January 20, 1959. Initially they 
planned a separate law to amend Taft- 
Hartley. Sen. Goldwater also introduced a 
bill, “The Administration Bill,” in response 
to the President’s message of January 28. On 
April 14, the Senate Labor Committee ap- 
proved the amended Kennedy-Ervin bill and 
reported it to the floor of the Senate where 
it was accepted, after considerable amending 
from the floor, by a vote of 90 to 1 on April 
25, 1959. 

The House was confronted with a battery 
of divergent proposals and accepted the 
Senate’s formulation as a working base. On 
July 23, 1959, the House Labor Committee 
voted 16 to 14 to report the Elliott bill out of 
committee and onto the floor. Immediately 
after the bill was sent to the floor, Repre- 
sentative Robert P. Griffin (R., Mich.) and 
Phil M. Landrum (D., Ga.) disclosed details 
of their planned substitute bill. 

Partisans of the two bills and of the AFL- 
CIO bill, the Shelley bill, lined up quickly. 
endorsed the Lan- 
drum-Griffin bill on a three-network radio 
and television address. Although the Presi- 
dent addressed himself to the question of 
labor reform, he spoke principally of Taft- 
Hartley amendments rather than the more 
basic reporting and disclosure aspects of the 
bill. Speaker Rayburn also took to the air, 
supporting the Elliott bill. 

Debate began on August 11, in the House, 
with voting planned to take place on the next 
day. The first casualty was the Shelley bill 
which was rejected 245-132. On August 13, 
the House voted 215 to 200 to accept 
Landrum-Griffin as a substitute for the Elliott 
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bill. This was the test vote and finally led to 
the acceptance of Landrum-Griffin as such 
by a vote of 313-125. 

House and Senate conferees met at length 
and reached a compromise on September 2. 
Both houses approved the compromise bill 
and forwarded it to the President who signed 
it on September 14, 1959. 


Secondary Boycotts 


Perhaps the most important concession to 
management, in Title VII—the portion deal- 
ing with Taft-Hartley amendments—was a 
change in the basic law on secondary boy- 
cotts. Pressure on a neutral third-party em- 
ployer was one of the traditional weapons of 
labor in effectively striking against an em- 
ployer. The new law closed a “loophole” in 
the previous legislation and forbade pressure 
on the neutral “employer” as such. 

The history of this particular problem has 
been a thorny one. Freedom of the neutral 
third-party employer from union pressure 
not to deal with a struck firm was widely 
recognized and implemented by injunction 
until the Norris-LaGuardia Act which elimi- 
nated court interference with the secondary 
boycott. 

Taft-Hartley attempted a return to the 
earlier doctrine of protecting neutral em- 
ployers and, although not referring to it as 
such, made the secondary boycott illegal by 
defining as an unfair labor practice the ability 
to induce or encourage the employees of a 
third-party employer to refuse to work with, 
or handle materials from a struck plant. 

During the twelve years of Taft-Hartley, 
management found this formulation to be 
almost completely useless in cases where 
unions were able to exert effective pressure 
on “employers” because employers were not 
included in the law. The new law extends 
protection from secondary boycott pressures 
to employers and, unless modified by the 
courts in future years, remedies the chronic 
complaint of employer groups. This is a gain 
for management. 


“Hot Cargo” Pacts Curbed 


The so-called “hot cargo” clause was 
another employer grievance treated sympa. 
thetically by the lawmakers. The new labor 
law forbids unions and employers to enter 
into agreements whereby the employer 
agrees to cease or refrain from handling or 
using the products of another employer or 
person. This made the clauses frequently 
found in Teamster contracts null and void 
and represented a_ substantial victory for 
management. 

The garment industry unions were ex- 
cepted from the sweep insofar as the produc- 
tion of garments is concerned, and the build. 
ing trades, whose strategic role will be dis- 
cussed below, also received concessions, The 
construction industry employers were not re- 
lieved of “hot cargo” clauses when contract- 
ing or subcontracting work is done at the site 
of the construction job. 


Recognition Picketing Limited 

Relief, under certain conditions, from or- 
ganizational and recognition picketing was 
another gain for employers. Non-union em- 
ployers had been vexed for years by picket- 
ing for recognition. The new amendment 
forbids picketing in cases where the em- 
ployer has already recognized another union 
or where the picketing union has lost an 
NLRB election within the last 12 months or 
where picketing has occurred for a period 
exceeding 30 days without the filing of a 
petition for an election. Further relief from 
picketing stems from the reformulation of 
secondary boycotting privileges. No picket- 
ing may occur because a firm sells products 
manufactured at a struck plant. Management 
applauded this part of the law. 

One of the Taft-Hartley amendments, the 
ceding of the “no man’s land” in jurisdiction 
to the states, may favor either management 
or labor depending on the state in which the 
jurisdiction is assumed. The “no man’s land” 
arose from Court decisions finding that areas 


of jurisdiction pre-empted by federal law 


wer 
evel 
falli 
nev 
exe’ 


labc 
free 
it b 
pre 


mal 


not 
int 
Yor 
res 
mo 


the 
tio! 
ove 


aft 
ele 
bal 


un 


of 
be 


ne 


ter 


de 
pr 


he 


as 


was 
mpa- 
labor 
enter 
loyer 
1g or 
er or 
ently 
void 
y for 


P ex. 
odue- 
uild- 
> dis- 
. The 
ot re- 
tract- 
€ site 


m or- 
y was 
1 em- 
icket- 
Iment 
> em- 
union 
st an 
ths or 
yeriod 
of a 
from 
on of 
vicket- 
yducts 


ement 


ts, the 
liction 
ement 
ch the 
land” 
| areas 
il law 


NEW LANDRUM-GRIFFIN-KENNEDY BILL / 39 


were foreclosed to state agencies and courts, 
even if the NLRB set jurisdictional standards 
falling short of the purview of the law. The 
new law cedes this area of jurisdiction not 
exercised by the NLRB to the states. 

In the absence of state statutes or state 
labor relations boards, the state courts are 
free to follow the law of their choice, whether 
it be common law, or the federal law. It is 
predicted that this amendment will make 
matters difficult for unions in the less indus- 
trialized states of the South. Perhaps it will 
not be an unmixed blessing for the employers 
in the more industrialized states such as New 
York, where the state statutes more closely 
resemble the Wagner Act than the later, 
more pro-management, revisions. 

The most clear-cut concession to labor was 
the granting of voting rights in NLRB elec- 
tions to economic strikers. Locals on strike 
over wages and allied matters retain their 
right to vote, for a period of twelve months 
after the inception of the strike, in NLRB 
elections for the purposes of certifying a new 
bargaining agent or decertifying the striking 
union. This concession may not entirely 
please labor if it is interpreted as a statute 
of limitations barring picketing or litigation 
beyond a 12-month period. 

Another union grievance dealt with by the 
new law was the slowness of action by the 
NLRB in deciding representation case mat- 
ters. The new law decentralized handling of 
decisions relating to determination of the 
proper bargaining unit. Avoidance of delays 
in obtaining decisions of proper unit and 
hence delay of elections may be considered 
as a net gain for the unions. 

A decided concession to a segment of the 
labor movement was the provision dealing 
with union security in the construction in- 
dustry. Employers and unions engaged in the 


building and construction industry are per- 


mitted to reach a “pre-hire” agreement recog- _ 


nizing the building trades unions as bargain- 
ing agents before a representative number of 
employees are hired. 


This was recognition of the transient 
nature of labor relations in the construction 
industry. Union membership may be com- 
pelled after 7 days rather than after the tradi- 
tional 30 days. The new law provides guides 
in the conduct and maintenance of hiring 
halls. The building trades unions were ac- 
cused of deserting from the ranks of labor 
during its fight against the new law in return 
for the concessions described. 


Labor Threatens Political Purge 


The reform measures of the bill were prin- 
cipally along the line of “reporting and dis- 
closure” provisions. While important, they 
have received less attention than the Taft- 
Hartley amendments because it was the 
latter and not the reform provisions that oc- 
casioned most of the controversy. 

Union officials and agents, charged with 
fiduciary responsibility under the new law, 
were required to be bonded for at least 10 
percent of the value of funds handled and 
were denied the privilege of borrowing union 
funds in excess of $2,000. Unions were for- 
bidden to pay the fines of officers. Persons 
convicted of a felony or proved to be mem- 
bers of the Communist Party were barred 
from union office for a period of five years 
following the date of conviction. 

Unions were required to report on trustee- 
ships and the duration of trusteeships was 
limited to 18 months. The Secretary of Labor 
was empowered to investigate complaints of 
union election frauds and to sue to have 
fraudulent elections set aside and new elec- 
tions ordered. 

The “Bill of Rights” contained in the bill 
more closely accommodated the views of the 
House than of the Senate. Denial of union 
members’ rights is now punishable by crim- 
inal penalties if the denial was achieved by 
force and violence. A maximum penalty of a 
$1,000 fine and one year of imprisonment 
can be imposed on offenders. Civil proceed- 
ings provide a remedy for violations not in- 
volving force. 
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The portion of the new law dealing with 
reporting by unions and employers follows 
Landrum-Griffin more closely than it follows 
the Senate version. The Senate proposal to 
exempt from reporting unions with less than 
300 members or annual receipts of less than 
$20,000 was rejected in favor of the House 
provision enabling the Secretary of Labor to 
furnish small unions with a simplified form. 

Since passage of the new law, political and 
legal questions have continued to arise. Al- 
though the law represents a substantial vic- 
tory for management, especially in view of 
the political complexion of the congress, 
management spokesmen have cited the new 
law as only an essential first step toward an 
ideal Labor-Management relationship. 

Labor union officials view the new law 


with considerable displeasure, but so far have 


limited their activities to a promise to purge 
from congress, those legislators who were 
responsible for the new legislation. Several] 
unions, not affiliated with the AFL-CIO have 
avowed the intention of defeating congress. 
men who voted for the bill at any time what- 
soever, including the less crucial roll calls 
after the bill was clearly victorious. 

The AFL-CIO has taken a more moderate 
view, and indeed, gave Senator Kennedy a 
reasonably warm reception at their annual 
convention. The Federation has declared war 
only on those congressmen who contributed 
to the victory of the Landrum-Griffin bill 
over the Elliott bill. 

The 1960 election results are likely to play 
a role in determining what changes, if any, 
will be made in the national labor statutes 


during the next congress. 





The faculty of doubting is rare among men. A few choice spirits 
carry the germs of it in them, but these do not develop without 


training. 


Anatole France 
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tax Allocation and Investment Decisions 


ALAN ROBERT CERF 


Here is a case history proving that a corporation's profit position 
can be materially affected by its choice of accounting method for 
reporting depreciation. It presents the income statements of 
identical corporations, each using a different method, and their 
divergent reported profits.° 


Basic difficulties exist in accounting for in- 
come taxes because the Revenue Code per- 
mits significant differences to arise between 
taxable income and business income. These 
examples of differences, as listed in a recent 
journal article’ are: 

1. prepaid income which is taxable in 
the period of receipt, but which is spread 
over earnings periods, such as prepaid 
rent and unearned finance charges; 

2. accrual of estimated expenses for 
book purposes only; 

3. larger depreciation charges on books 
than for tax purposes; 

4, estimated renegotiation refunds; 

5. accelerated amortization of emer- 
gency facilities for tax purposes only; 

6. declining amount depreciation for 
tax purposes only; 

7. unamortized discount on refunded 
bonds deducted currently for income-tax 
purposes but, in the accounts, amortized 
over the life of the refunded bond issue; 

8. cost of pension plans deducted ear- 
lier for taxes than in the accounts; 

9. installment sales method used only 
for tax purposes; 

10. percentage of completion method in 
the accounts, completed contract method 
for tax purposes; 

11. write-down of investment securities 
to market value; 

12. appraisals downward; 


and Economic Research for technical assistance. This 
study is an outgrowth of research financed by a grant 
from the State Board of Accountancy. 

1 Willard Graham, “Income Tax Allocation,” Account- 
ing Review, January 1959, pp. 23-24. 
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13. appraisals upward; 
14. involuntary conversions; 
15. non-taxable exchanges. 


Accelerated Depreciation and 
Tax Allocation 


This paper is a case study of the implica- 
tions for an investor of these differences in 
one important area, namely, that of accel- 
erated depreciation and tax allocation, al- 
though, as noted above, many other situa- 
tions exist in which taxable income varies 
from business income. 

Many variables affect the price and yield 
of a security, including the fact that different 
investors have different objectives in mind 
in choosing securities. Most evaluations, 
however, include an examination of the trend 
of profits. Operating results of companies in 
the same industry are compared, and both 
the direction and the rate of change of profit 
are given attention. As a consequence, an 
analysis of the manner in which reported 
profits are derived may be useful to an in- 
vestor.’ 


2 Recent accounting literature devotes many pages to 
articles on tax allocation. See for example: M. Moonitz, 
“Income Taxes in Financial Statements,” Accounting 
Review, April 1957, pp. 175-183; Thomas M. Hill, 
“Inter-Period Allocation of Income Taxes,” Accounting 
Review, July 1957, pp. 357-361; Sidney Davidson, 
“Accelerated Depreciation and the Allocation of Income 
Taxes,” Accounting Review, April 1958, pp. 173-180; 
Willard Graham, pp. 14-27; American Institute of Cer- 
tified Public Accountants, Accounting Research Bulletin 
No. 44 (Revised); Declining Balance Depreciation, 
Journal of Accountancy, August 1958, pp. 81-82; Amer- 
ican Accounting Association, Accounting and Reporting 
Standards for Corporate Financial Statements and Pre- 
ceding Statements and Supplements, pp. 6-7, 10. Also 
the Director of Research of the American Institute of 
Certified Public Accountants lists the subject of this 
paper as an important challenge to the accounting pro- 
fession. See: Carman Blough, “Challenges to the Ac- 
counting Profession in the United States,” Journal of 
Accountancy, December 1959, pp. 37-52. 
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Some firms use accelerated depreciation 
both in their financial statements and in their 
tax returns. Other firms, however, use ac- 
celerated depreciation in the tax return only, 
and employ straight-line depreciation for re- 
porting purposes. In the latter group some 
firms allocate income taxes among different 
accounting periods; others do not. These 
three alternative procedures yield differences 
in reported profits thus making it difficult to 
compare the profits of one company from 
year to year as well as to compare profits of 
companies in the same industry. 

A recent survey by the Controllers Insti- 
tute Research Foundation, Inc. shows the 
diversity of procedures employed at the 
present time.* Two hundred and ninety com- 
panies surveyed used straight-line deprecia- 
tion for tax purposes as well as for reporting 
purposes. Nine hundred and eighty-six used 
accelerated depreciation for tax purposes. 

Of the companies using accelerated depre- 
ciation for tax purposes, 730 used the same 
basis in their published financial statements, 
while 86 others used straight-line deprecia- 
tion for the financial statements, but did not 
allocate income taxes. One hundred and 
seventy of the 986 companies used accel- 
erated depreciation on their tax return, 
straight-line depreciation for reporting pur- 


poses, and allocated income taxes. 


Income Statements Affected 

The importance of divergent accounting 
procedures to the investor depends on 
whether alternative procedures do in fact 
yield important differences in reported 
profits. A major objective of this paper is to 
determine if the use of alternative accounting 
procedures is likely to cause significant dif- 
ferences in reported profits and thereby 
hamper investment analysis. This objective 

% Controllers Institute of America, Members’ Bulle- 
tin No. 144, February 1960. Tabulation includes 994 
companies. Because a number of companies participate 


in more than one industry their industry tabulation 
amounts to 1,308. 


is accomplished by projecting a number of 
combinations of realistic variables and by 
examining the resulting reported profit 
figures. 

Using this type of analysis, we can then 
specify those combinations of variables 
where alternative procedures are likely to 
cause significant differences in the reported 
profits of a firm. It is, of course, in these situ. 
ations that the investor should be aware of 
the need for adjustment. This examination of 
the influence of present accounting proce- 
dures for accelerated depreciation on re- 
ported profits leads us to the conclusion that 
tax allocation is necessary in many Cases to 
avoid income distortion.‘ 


Alternative Procedures 


An example of the mechanics of the alter- 
native procedures is presented in Table I, 
The reported profits of three similar com- 
panies are exhibited, assuming each company 
has plant and equipment which it purchased 
for $50,000 on January 1, 1960. In each case 
the plant and equipment has an estimated 
life of 10 years and no expected scrap value. 
Differences in profits in the several income 
statements are the result solely of the alterna- 
tive accounting procedures. 

All companies use declining-balance de- 
preciation at twice the straight line rate for 
tax purposes. Company A uses declining- 
balance depreciation for reporting purposes, 
as well as for tax purposes. Company B uses 
straight-line depreciation on its published 
statements; it does not allocate income taxes. 
Company C uses straight-line depreciation 
on its published statements but allocates in- 
come taxes. The resultant reported profits, 
which differ markedly with the accounting 
method employed, are shown in Table I. 

‘ This is the position advocated by the American In- 
stitute of Certified Public Accountants in Accounting 
Research Bulletin No. 44 (revised), see note 2. The alter- 
native of recognizing the related tax as additional depre- 
ciation is allowed when “it may be reasonably presumed 
that the accumulative difference between taxable income 


and financial income will continue for a long or indefinite 
period.” 


\\ 


Re 
De 


Re 
Dey 


Ta! 
Ta: 


Re] 


tio’ 
pre 


tak 
pre 


(Ci 


lat 


TAX ALLOCATION AND INVESTMENT DECISIONS / 43 
















































































er of Table I 

d by Dissimilar Reported Profit Figures Resulting from Alternative Accounting 

profit Procedures for Accelerated Depreciation 

————— 

then Income Statements for 1960 

iables Tax Return Without Allocation Allocation 

| Company A Company B Company C 
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vorted Revenue minus expenses! | $20,000.00 $20,000.00 $20,000.00 
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Income Statements for 1965 
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Iterna- ! Expenses are assumed to include all expenses except depreciation and federal income taxes. 

? A 50 per cent income tax rate is assumed for this illustration. 

ce de- ; ; m aie 
~~ What the Comparison Shows ported income by the “tax deferral” in the 
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rposes, tion (Company B) differ from “tax return vy the “tax feedback. 

B uses profits” (Company A) by an amount equalto Tax Deferrals and Feedbacks 
blished > difference between the depreciation When accelerated depreciation exceeds 
> taxes. ta en for tax purposes and straight-line de- straight-line depreciation, a “tax deferral” is 
ciation preciation. Profit with allocation (Company recorded, equal to the tax rate times the 
ates in- C) differs from net profit without allocation excess of accelerated depreciation over 
profits, (Company B) by the difference between the straight-line depreciation, and is subtracted 
punting tax deferral” and the “feedback. from revenue in arriving at “profit with allo- 
le I. If accelerated depreciation is taken on an cation.” When straight-line depreciation ex- 
oan Te asset in the early years of its life, smaller ceeds accelerated depreciation, the reverse 
scowl depreciation deductions must be taken in effect occurs, giving rise to a “tax feedback,” 
re alter- r€ € ? 
al depre- later years. Subject to certain assumptions on equal to the tax rate times the excess of 


presumed 
le income 
indefinite 


levels of earnings and tax rates, taxes “saved” 
in early years will have to be paid in future 
years. The allocation method reduces re- 


straight-line depreciation over accelerated 
depreciation. The “tax feedback” is added 
in arriving at profit with allocation. 
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In order to get some idea of the impor- 
tance of the differences generated by the 
various accounting methods, we made cer- 
tain calculations, based upon realistic as- 
sumptions as to the behavior of the com- 
panies involved. Profits were computed 
under each of three accounting methods— 
accelerated depreciation on both the tax 
return and the reported statements; accel- 
erated depreciation on the tax return and 
straight-line depreciation on the reported 
statements, without allocation of income 
taxes; accelerated depreciation on the tax 
return and straight-line depreciation on the 
reported statements, with allocation of in- 
come taxes. 

Each individual situation was set up so 
that the resulting differences in net profits 
were the result solely of the accounting pro- 
cedures used for depreciation. The more im- 
portant variables giving rise to the differ- 
ences in reported profits were incorporated 
in these hypothetical combinations so that 
we could specify those situations in which 
the investor must be careful to take the dif- 
ferences into account. 

Tax return net profit, profit without alloca- 
tion, and profit with allocation were first com- 
puted for the years 1954 through 1958. The 
“all manufacturing” data on actual aggregate 
plant and equipment expenditures were 
available for these years in the Department 
of Commerce publications. The basic model 
was then projected through the year 1972 
under assumptions of constant replacement 
and of inflation with periodic “rolling read- 
justments.” 

Finally a number of cases were developed 
which used combinations of variables typical 
of recent experience in the Iron and Steel, 
Food and Beverage, and Paper industries. 
The assumptions underlying the models are 
explained in Appendix I. The situations were 
designed to be as realistic as possible. 

To see if significant differences were likely 
between methods, several projections were 


made. The basic case was projected through 


1974 on the assumption that profit before 
taxes and depreciation as well as annual ex. 
penditures for plant and equipment in. 
creased 10 per cent per year for three years 
and then dropped 20 per cent in the fourth 
year. This was repeated through year 1974, 
These assumptions are an approximation of 
the recent “inflation with rolling readjust- 
ment.” 


Profits without Allocation 


Profits without allocation became a gradu- 
ally higher percentage of profits with alloca- 
tion because the tax reduction from the 
purchase of new equipment benefited profits 
without allocation. The high point was 106 
percent in 1962. Differences diminished 
gradually and in 1974 profit without alloca- 
tion was 101 percent of allocation profit. 

Profit with allocation and profit without 
allocation vary by the difference between the 
tax deferral and the tax feedback. In 1962. 
the high point, there was a deferral of 
$63,552 and no feedback. By 1974 tax de- 
ferrals of $76,882 were offset by a feedback 
of $64,422. The tax feedback is the tax rate 
times the excess of straight-line depreciation 
over accelerated depreciation. 


Tax Return Profits Decrease 


Tax return profits dropped to a low of 94 
percent of allocation profits in 1962 and then 
rose. The two elements that cause tax return 
profits and allocation profits to differ are: (1) 
the difference between tax return deprecia- 
tion and straight-line depreciation, and (2) 
the difference between the tax deferral and 
the feedback. Differences between tax return 
profits and allocation profits rose until 1962 
and then fell. 

Projection of the basic model under the 
assumption of equal annual replacement of 
plant and equipment yielded similar differ- 
ences in net profit figures. Profit without allo- 
cation rose to approximately 106 percent of 
profit with allocation in the years 1962-1964 
and then dropped off gradually. Tax return 
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profits dropped to approximately 94 percent 
of allocation profits in the years 1962-1964 
and then rose gradually. 

Important differences in profits result if 
the firm is less profitable. Let us assume, 
for example, that profit before taxes and de- 
preciation, as well as plant and equipment 
expenditures, declines by 30 percent per 
year from 1959-1962. Profits without alloca- 
tion quickly become significantly higher than 
allocation profits. (1959, 108 percent; 1960, 
112 percent; 1961, 121 percent, and 1962, 
143 percent.) Tax return profits become sig- 
nificantly lower than allocation profits (1959, 
92 percent; 1960, 89 percent; 1961, 79 per- 
cent; 1962, 57 percent.) 


Effect of Purchasing Program 


This illustrates how important is the rela- 
tionship of purchases subject to accelerated 
amortization relative to the profit margin. 
For the firm that has large purchases of plant 
and equipment relative to a small level of 
earnings, differences in profits become quite 
significant. 

We now turn to an analysis of the per- 
formance of companies in specific industries. 
In our recent inflationary period a wide varia- 
tion existed for different industries in year- 
to-year plant and equipment expenditures. 
Individual company expenditures in many 
cases showed even wider fluctuations and 
the various companies within an individual 
industry naturally did not acquire new plant 
and equipment at the same rate nor did they 
acquire it within the same accounting period. 

No matter what occurs in the future it is 
certain that different firms will not expand 
at the same rate. There will be wide fluctua- 
tions in annual expenditures for plant and 
equipment for many individual firms. Histori- 
cal figures on over-all manufacturing capital 
expenditures for 1915-1940 and for selected 
sectors of manufacturing in 1951-1956 ap- 
pear in Appendix II. These figures illustrate 
St sie Ghaibian tie bien annie tal 


culties. These are discussed when we consider the argu- 
ments that have been proposed in support of the methods. 


how plant and equipment expenditures 
fluctuated in the past. 


Projections 


To see the importance of those differences, 
cases representative of three industry groups 
were projected through 1968. These are: (1) 
Iron and Steel, (2) Paper, (3) Food and 
Beverage. We chose these industries because 
they exhibited varying degrees of volatility 
of plant and equipment expenditures and of 
profit margins. Construction of the model is 
similar to that of the basic model. Details are 
given in Appendix I. 

To project beyond 1958, assumptions were 
made for future purchases of plant and 
equipment and for amounts of profit before 
tax and depreciation. Built into the model 
are rates of change of purchases and of profit 
before tax and depreciation similar to the 
actual experience of the industry from 1954— 
1958. For example, the 1959 profit before 
tax and depreciation figure was considered 
the same percentage higher than 1958, as the 
1955 figure was higher than 1954. The same 
was true for the purchase figure for plant and 
equipment. Similarly 1960, 1961, and 1962 
figures were determined using the year-to- 
year percentage change for 1956, 1957, and 
1958. The process was then repeated through 
1968. 

Significant differences in net profits arose 
in some years. For example, note the per- 
centage of net profit without allocation to 
net profit with allocation for the Iron and 
Steel industry and the Paper industry (Table 
II). Largest percentage differences in net 
profits without allocation compared to profits 
with allocation arose in 1962 and in 1966 
(Iron and Steel, 120.0 percent and 126.6 
percent; Paper, 121.0 percent and 124.6 
percent). The years 1962 and 1966 were the 
recession years corresponding to the 1958 
experience. 

Similarly, these are the years when there 
was substantial difference between tax re- 
turn profits and profits with allocation. 
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Table II 


Percentage Variations in Reported Profits Under Alternative Accounting 
Procedures in Selected Industry Situations for the Years 1953-1968 


























— — ——_——— ——$—$—$—————== 
Iron and Steel | Paper Food and Beverage 
Year aaa ae ————_———. 
|Co. Ab + Co. Ce} Co. BA + Co. C | Co. A + Co. C | Co. B + Co, C | Co. A + Co.C | Co.B +Co.C 
1953 100.0% | 100.0% 100.0% 100.0% | 100.0% 100.0% 

1954 98.9 101.1 98 .4 101.6 97.8 | 102.2 
1955 98.9 | 101.1 97.6 102.4 97.3 102.9 
1956 98.5 101.5 96.1 103.8 96.3 | 103.8 
1957 97.2 102.8 92.8 107.2 94.9 105.1 
1958 91.7 108.3 88.4 111.6 92.5 107.5 
1959 94.8 105.2 90.2 109.8 93.7 | 106.3 
1960 | 94.6 105.4 90.0 110.1 | 93.6 106.3 
1961 | 92.6 107.4 85.6 114.4 92.7 | 107.3 
1962 80.0 120.0 79.0 121.0 90.5 109.5 
1963 | 90.8 109.1 85.2 | 114.8 92.6 | 107.3 
1964 92.0 108.0 86.7 113.2 93.2 106.8 
1965. . 90.3 109.7 82.3 i a eae 92.8 | 107.2 
1966 73.4 126.6 75.4 124.6 91.2 108.8 
1967 90.2 | 110.0 85.8 114.3 93.6 106.4 
1968 92.4 | 107.6 89.1 110.9 94.2 | 105.9 











| 
| 


* Industry figures are projected on the basis of rates of change experienced 1954-1958. 

b Company A uses sum of the years’ digits depreciation for reporting purposes as well as for tax purposes. 
¢ Company C uses straight-line depreciation on its published statements and allocates income taxes. 

4 Company B uses straight-line depreciation on its published statements; it does not allocate income taxes. 


Largest differences measured by tax return 
profits as a percentage of profits with alloca- 
tion were in 1962 and 1966 (Iron and Steel, 
80.0 percent and 73.4 percent; Paper, 79.0 
percent and 75.4 percent). In 1962 and 1966 
figures for both profits before tax and depre- 
ciation and for annual purchases of plant and 
equipment dropped significantly. Large dif- 
ferences in profits resulted from alternative 
accounting procedures because there was a 
high ratio of accelerated amortization to the 
profit margin in these years. Even though 
the decline in the amount of plant and equip- 
ment purchases was commensurate with the 
year-to-year drop in profit before tax and 
depreciation, tax deferral was still high. This 
resulted from the large accelerated amortiza- 
tion still available on purchases made in 
previous years. 

The projected industry models in Table II 
also indicated the variation in net profits be- 
tween industries. Note that the Food and 
Beverage industry does not show as large dif- 
ferences in profits from alternative pro- 


cedures as do the Iron and Steel, and Paper 
industries. 

The cases presented were all “average” in- 
dustry situations. However, when relatively 
large accelerated amortization combines with 
relatively small profit margins, differences 
will be more significant than those presented. 
Conversely, when the ratio of accelerated 
amortization to the profit margin is small it 
will not make much difference which method 
is employed. 

We have seen that significant differences 
in reported profits are likely under certain 
realistic situations. Our final objective is to 
consider which procedure is superior. Review 
of the arguments suggests that the tax alloca- 
tion method is superior. The criterion em- 
ployed is the usefulness to investors for de- 
cision making. Therefore primary emphasis 
is placed on income determination. The 
American Accounting Association supports 
this criterion and stated recently that “The 
use by investors of published financial state- 
ments in making investment decisions and in 
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exercising control over management should 
be considered of primary importance.” 
How alternative accounting procedures 


_ report results of operations deserves atten- 


tion (Table III). Figures come from our basic 
case. Profit before tax and depreciation is 
kept constant and is $2,461,446 each year 
from 1953-1958. Net profit without alloca- 
tion rises each period because the year-to- 
year decrease in tax payment more than off- 
sets the year-to-year increase in straight-line 
depreciation. For example, net profit without 
allocation rose $8,082 from 1955 to 1956. 
This is the result of a $13,984 drop in tax 
payments and an increase in straight-line 
depreciation of $5,902. 


Table III 


Dissimilar Reported Profit Figures Resulting 
from Alternative Accounting Procedures 
for Accelerated Depreciation 


Year Tax Return 





Without 








| Allocation Allocation 

| 
1953 F $1, 000, 000 | $1,000,000 | $1,000,000 
1954....| 991,168 | 1,010,518 | 1,000,844 
1955 982,614 | 1,019,981 | 1,001,299 
1956... .| 968,630 | 1,028,062 998 , 347 
1957. 954,171 | 1,034,673 | 994,424 
1958 948,419 | 1,040,171 994, 296 





Thus profit without allocation reports that 
business is better by $8,082. Recall that op- 
erating results (profit before tax and depre- 
ciation) were the same each year. It seems 
questionable that accountants should report 
to investors that business improved in 1956 
over 1955 by $8,082 when operating results 
were the same, and the only difference is 
the purchase of new plant and equipment. 

Tax return profits change from year to year 
by the amount of the difference in accel- 
erated depreciation reduced by the differ- 
ence in tax payments, Assuming a 50 percent 
tax rate, everything else being equal, tax 
return profits change by half the difference 
in accelerated depreciation. 


Thus the tax return method reports (with 


constant operations) that business was worse 
by $13,984 in 1956 than in 1955. Actually, 
the only difference between the years was the 
purchase of plant and equipment. 
Conversely, profit with allocation dropped 
$2,952 from 1955 to 1956. This was the net 
effect of an increase in straight-line deprecia- 
tion ($5,902) offset by a net decrease of 
$2,950 in taxes (tax payment down $13,984; 
tax deferral up $11,034). The allocation pro- 


- cedure seems to be superior for reporting 


what has happened, it is recalled that results 
of operations were constant.’ 


Allocation Is Superior 


The view that the allocation procedure is 
the preferable method is supported by both 
Professors Moonitz and Graham.” As Graham 
concludes: 

“The principal function of the income 
statement is to facilitate the forecasting 
of future earning power. From this view- 
point, particularly, the proper matching 
of expense and revenue demands the allo- 
cation of income tax expense, even in 
those cases where deferrment is for a rela- 
tively long period.” 

Investors are interested in direction and 
rate of change in profits. Everything else 
being equal, tax return profits will change 
significantly from year to year if there is a 
substantial difference in accelerated de- 
preciation between the consecutive years. 
Similarly, profits without allocation will 
change significantly from year to year with 
substantial differences in year-to-year ac- 
celerated depreciation. Thus, if a substan- 
tial amount of equipment is purchased, the 
tax return procedure reports business is 
worse by one half the amount of the in- 
creased depreciation (50 per cent tax rate). 

The procedure without allocation says 


* American Accounting Association (see note 2), p. 7. 

7 Profits might increase with the purchase of new 
equipment. However, to isolate effects of the alternative 
procedures profits are kept constant. Increased profits 
would lessen the percentage importance of the differences 
between methods. 

SM. Moonitz (see note 2), pp. 175-183 and W. Gra- 
ham (see note 1), pp. 14-27. 

* W. Graham (see note 1), p. 23. 
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Table IV } OF 
Profits After Tax Expressed as a Percentage of the Previous Year 
Profits Under Alternative Procedures ; 
——— wn a ——————— alle 
Iron and Steel fes: 
mn eee nad ee a ae 
ere = nx Paw 5 | Resende an wivichisi ; 1965-1966 = well | def 
Tax return ihe tp acd. he a dia | 30.9% | 260.7% | 26.1% 310.9% not 
Without allocation | 40.0 | 208 .7 37.1] 219.8 | cre 
With allocation... 35.8 229.5 32.2 253.2 ‘ 
; eet. | 
Paper , 
Tax return Mere 61.8% | 153.8% 57.70; 172.8% | | 
Without allocation........... pits 70.9 135.2 | 66.7 139.4 , 
With allocation... ......5..65....: ree 67.0 142.5 63.0 151.8 
me sisting: 
® The percentage is determined by dividing the 1962 profit after tax figure by the 1961 profit after tax figure. ‘ 
business is better. Significance of the differ- recession years in the model are 1962 and ; 
ences depends on the amount of year-to-year 1966, business recovers significantly in 1963 = 
change in depreciation relative to the profit and 1967. In other years, the maximum dif- lab 
margin of the firm. With regular replace- ference in year-to-year percentage change | - 
ment, differences are not likely to be signifi- ran approximately six percent. Significant | = 
cant. differences in year-to-year percentage Rat 
Important percentage differences in year- changes between alternative methods did not al, 
to-year profits reported by alternative appear in the “Food and Beverage” case. | ™ 
methods do not appear in the projection of There are other situations where the } : 
our basic “all manufacturing” case under choice of alternative procedures yields sig- ae 
either the platéau assumption or under the nificant year-to-year differences in profits as | 
“rolling readjustment” assumption. Here we well as significant variances in profits for an} - 
are not comparing the profit for a specific individual year. Examples of these situations A 
year under alternative methods. Rather, we are as follows: " 
are comparing the change in profits from one (a) firms which for one reason or another | lefe 
year to the next under different methods. For defer replacement of plant and equipment | The 
example assume all three procedures record for a number of years; (b) firms in early | fy 
profits of $100,000 in 1960. The following stages of development which purchase the 
year, 1961, procedure A shows $110,000, large amounts of plant and equipment; ate 
procedure B $140,000, and procedure C (c) companies which possess certificates of | gym, 
$80,000. Thus we would say profit for 1961 necessity allowing the depreciation of | Joye] 
for the alternative procedures relative to assets over a 60-month period for tax pur- |p, 
1960 is: A, 110 percent; B, 140 percent; and poses; (d) firms which employ only one | floc 
C, 80 percent. unit of plant such as a building or only a tion 
Important year-to-year changes did result few large units of plant; (e) a corporation beca 
in certain years in the industry models. As operating only one mine. tion 
would be expected, these are the changes es 
10 See: Alan R. Cerf, “Tax Allocation and Railroad to 
between 1961-1962; 1962-1963; 1965-— Accounting,” Journal of Accountancy, October —" erate 
1966; and 1966-1967 in the Iron and Steel Piae with certificates of necessity reeulted in important | regu 


case and in the Paper case (Table IV). The 


differences in profits reported by alternative methods. 


come 





—., 


1967 


32 and 
n 1963 
im dif- 
change 
nificant 
entage 
did not 
case. 

re the 
Ids sig- 
rofits as 
s for an 
tuations 


another 
1ipment 
in early 
yurchase 
ipment; 
icates of 
ition of 
tax pul- 
ynly one 
wr only a 


poration 


d Railroad 
ber 1958, 
»f the rail- 
_ important 
methods. 


TAX ALLOCATION AND INVESTMENT DECISIONS / 49 


Objections to Allocation Method 


A number of objections to the use of the 
allocation procedure have been raised. Pro- 
fessor Hill centers his objections to tax alloca- 
tion on the uncertainty involved with the tax 
deferral. He says the resulting liability does 
not possess the usual characteristics of a 
creditor claim: 

“The so-called ‘liability’ held to result 

from a current ‘under payment’ of the 

period income tax does not fit the com- 
mon definition of a creditor claim.... 

The amount shown under this caption 

represents, not what the firm is liable for, 

but what the firm expects to be liable for 
at some future time.”™” 

If there is a charge against income there 
must also be a corresponding creation of a 
liability or a decrease in an asset. Under tax 
allocation procedure it is true the “liability” 
is not a legal debt which must be paid. 
Rather it is an amount that is expected to 
be paid. And the actual payment depends on 
future tax rates and levels of earnings. 

Uncertainty about future tax rates is a 
problem for the tax allocation procedure. If 
realized tax rates fall below expected tax 
rates there has been an error in the calcula- 
tion of the tax deferral in previous periods. 
Income in the periods for which the tax de- 
ferral is computed is understated and the 
deferred tax liability account is overstated. 
The quantitative importance of this error is 
afunction of the degree of drop in rates and 
the number of years that the realized tax 
rate is below the expected tax rate. To as- 
sume that tax rates will remain at current 
levels is not unrealistic for many firms.” 

Professor Davidson’s main objection to the 
allocation procedure stems from a cancella- 
tion effect. This cancellation effect results 
because deductions for accelerated deprecia- 
tion on newly purchased assets are expected 
to cancel loss of tax deductions for accel- 
erated amortization on the older assets. This 
results in a sort of permanent deferral of in- 
come taxes, 


Graham points out “The concept of ‘per- 
manent deferral, of credits (or charges) to in- 
come tax expense (or even of the payment of 
deferred taxes) is as fallacious and illusory 
as the concept of permanent deferral of the 
payment of pensions or even of current lia- 
bilities. In all of these cases ‘permanent’ 
means only that the net balance will not be 
reduced in the foreseeable future because of 
offsetting charges and credits.” 

We have already noted many cases where 
regular replacement cannot be expected. Ac- 
counting is done for individual firms and 
many firms will find that the choice of ac- 
counting methods yields significant differ- 
ences in reported profit figures. 


Conclusions 


1. Significant differences in profits re- 
ported under the three alternative ac- 
counting procedures are likely to arise in 
realistic situations. This creates difficulties 
for investors who wish to analyze trends in 
profits for individual companies. The use 
of alternative accounting procedures also 
complicates the comparison of the oper- 
ating results of otherwise similar com- 
panies. 

2. The tax allocation procedure is the 
superior method from the standpoint of 
investment decision-making. This view is 
supported by an analysis of the way alter- 
native methods reflect results of opera- 
tions and by a review of the arguments for 
and against tax allocation. 

3. Until the tax allocation procedure is 
generally used, however, it would be de- 
sirable for companies to state the amount 
of depreciation taken for tax purposes as 
well as the amount used in the determina- 
tion of reported income. 


Hill (see note 2), p. 358. 

'2 Graham suggests we should not think in terms of a 
deferred tax liability. Rather, the deferral should be car- 
ried forward, as deferred credits to income tax expense, 
to the future period or periods in which the specific item 
is charged to expense. Under this concept questions re- 
lating to the existence of future taxable income and to 
future tax rates are irrelevant. See Graham, note 1, pp. 
21, 238. 

See note 1, p. 41. 











APPENDIX I 


Development of the Models 


Basic Model: 


The basic case was constructed using 
figures for “all manufacturing.” The sum 
of the years’ digits method was used as the 
accelerated method. The amount of fixed 
assets on hand at January 1, 1953, was de- 
termined by assuming a net profit after tax 
for 1953 of $1,000,000 and using median 
ratios of Net Profit to Net Worth and Fixed 
Assets to Net Worth for 1953 for manufac- 
turing companies." 

An average normal life of 20 years was as- 
sumed as representative after an examination 
of useful lives of depreciable property in 
Bulletin “F” of the Treasury Department.” 
The amount of plant and equipment pur- 
chased in 1953 was derived by assuming that 
the fixed assets were on the average 10 years 
old and that 1/20 of the original cost was 
replaced in 1953. 

Throughout the basic case we assumed an 
average life for plant and equipment of 20 
years and an income tax rate of 50 per cent. 
The million dollar net profit for 1953 to- 
gether with a 50 per cent tax rate mean that 
profit before tax is $2,000,000. The assump- 
tion of amount and life of fixed assets allowed 
the determination of depreciation expense 
which in turn allowed determination of profit 
before tax and depreciation. Tax return 
profit, reported profit without allocation, and 
profit with allocation are all the same for 
1953 because no accelerated depreciation is 
allowed until 1954. 

Annual plant and equipment expenditures 
for 1954 through 1958 were based on aggre- 
gate figures for all manufacturing com- 
panies.” For example, this was done for 1954 
4 Bs A Feclhe, “Practical Financial Statement Analy- 
sis” (New York: McGraw-Hill Book Company, Inc., 
1957), 4th ed., pp. 292, 565. 

15 U. S. Treasury Department, Bulletin “F” Tables of 


Useful Lives of Depreciable Property (Washington: IRS 
Publication No. 173). 
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by taking the ratio of the aggregate figures 
for 1954 to the aggregate figures for 1953 
times the 1953 purchase figure in the model, 
Profit before tax and depreciation was as. 
sumed to be the same for each year and 
each accounting method. 

Calculations of depreciation amounts, de. 
ferrals, and feedbacks were based on a 
schedule prepared for each annual purchase 
at the time of purchase. This schedule jn. 
cludes straight-line depreciation, accelerated 
depreciation for each year, and the yearly 
difference between the sum of the years 
digits depreciation and straight-line depre- 
ciation. 


Industry Models: 


The 1953 income statements were based 
on the assumption of a million dollar net 
profit. Depreciation expense for 1953 was 
determined using median industry Net Profit 
to Net Worth and Fixed Asset to Net Worth 
ratios” together with a 20-year average life 
for plant and equipment. Purchases of plant 
and equipment for each year 1954-1958 
were determined by multiplying the 1953 
purchase figure (14, of Fixed Asset cost at 
1953) by the ratio of the aggregate figures 
for the particular year to the aggregate pur- 
chase figure for 1953." Amounts of profit be- 
fore tax and depreciation for the years 1954- 
1958 were determined assuming the model 
figures changed year to year by the same 
percentage as the aggregate profit figures for 
the particular industry. 

Industry profit figures were available in 


i6 U. S. Department of Commerce, Office of Business 
Economics, Survey of Current Business, June 1958, Vol. 
38, No. 6, p. 8; March 1958, Vol. 38, No. 3, p. 12; 
March 1954, Vol. 34, No. 3, p. 10; April 1953, Vol. 33, 
No. 4, p. 8. 

17 R. A. Foulke (see note 13), pp. 292, 565. 

18 U. §. Department of Commerce, Survey of Current 
Business, June 1958, Vol. 38, No. 6, p. 8; March 1958, 
Vol. 38, No. 3, p. 12; March 1954, Vol. 34, No. 3, P. 
10; April 1953, Vol. 33, No. 4, p. 8. 
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| the Survey of Current Business." Assump- before tax and depreciation figures were 
' tions for projections after 1958 were made _based on the particular industry’s experience 
as follows: Rates of change in annual pur- _— from 1954-1958. For example, the year 1959 
chases of plant and equipment and in profit purchase figure is assumed to be the same 
U.S. Department of Commerce, Survey of Current percentage higher than 1958 as the 1955 
figures | Business, January 1954, 1955, 1956, 1957, and July aggregate figure is higher than 1954. 
© 1953 | 1958, p. 19. 
model, | 
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lule in- 
| Table I 
slerated : 
- yearly | Capital Expenditures for Manufacturing Plant and Equipment, 1915-1940 
Oe inves | : Reta | Per cent of Per cent of | : | Aainal Per cent of Per cent of 
- depre- | Year (millions) | (Base Year | — toe | (millions) | atc te | . ‘ae 
) 1915 $ 616 100 an 1928..... | $2306 | 374 | 109 
| 1916 . 1052 171 | 171 1929.......] 2739 | 445 | 119 
917 736 282 5 930..... 908 € 7 
e based | 1917 . 6 spi 1 3 190 | 310 70 
Ik | 1918 2466 100 142 rr 1054 | 171 50 
eer | eis 2224 361 90 1932.......) 574 | 98 54 
193 Was 1920 3165 514. | = 142 ene 717 | 16 =| 125 
‘et Profit 1921 1367 222 43 1004........] 950 | 154 | 132 
t Worth | 1922 1542 250 113 1935.......| 1157 188 | 122 
23 205 33: | 3 936 545 | 25 ‘ 
rage life 1923 20 0) 333 133 1 36 | 1 DAS ol | 134 
f | ) 1924 1731 281 | S4 i 2160 | 351 140 
= plant 1925 1969 320 114 || 1938..... 1393 226 64 
54-1958 1926 2350 381 119 1939 1572 | «= 55s] 18 
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Capital Budget Formulae 


WILLIAM J. VATTER 


Evaluation of the profitability of any investment rests on many 
factors the bulk of which can be reduced to mathematical for- 
mulae. This article tells how to do it, recognizing the effects of 
income taxes and the cost of capital. 


The literature of capital budgeting has pre- 
sented a fair number of “different” formulae, 
which range from the simplest financial tab- 
ulations to fairly complicated patterns. All 
these formulae attempt to combine the finan- 
cial factors related to an investment oppor- 
tunity into a single expression; this single 
expression is intended to serve as the prime 
criterion for accepting or rejecting an invest- 
ment proposal, or it may be used as a means 
of ranking several such proposals in some 
form of preference scale.’ 

To the layman, these formulae present a 
formidable array; there are “first year rate of 
return” comparisons, “rate of return on aver- 
age investment,” “average return on initial 
investment,” “pay-out” (both simple and 
time-adjusted), “investor's present worth” 
comparison, the “time-adjusted rate of re- 
turn” and the “discounted cash-flow” ap- 
proach,—not to mention the Terborgh-MAPI 
formula and the sets of charts which accom- 
pany it. All these formulae and their variants 
lend an aura of undue complexity to invest- 
ment decisions. They make an admittedly 
difficult problem appear even more perplex- 
ing than it is, simply because of the variety of 
ways in which it can be viewed. 

There have been attempts to compare the 
results obtained from the use of various for- 
mulae.? Some writers give the impression 

i See for instance, Pearson Hunt, C. M. Williams and 
Gordon Donaldson, Basic Business Finance (Homewood, 
Irwin, 1958), pp. 477-495; Claude S. George, Manage- 
ment in Industry (New York, Prentice-Hall, 1959), pp. 
955-276: Robert N. Anthony, Management Accounting 
(Homewood, Irwin, 1956), pp. 392-412. 

2 The most recent attempt of this kind is Return on 
Capital as a Guide to Managerial Decisions, N.A.A. Re- 


search Report No. 35, December 1, 1959 (New York, 
National Association of Accountants, 107 pp 


a2 


that specific formulae are applicable to given 
circumstances; some others attribute Various 
biases or inadequacies to the different ap- 
proaches; still others try to relate various for- 
mulae to each other in more or less direct 
ways.” 

There is no doubt that the range of prob- 
lems encountered in the field of capital budg- 
eting is wide. There are many dark and dusty 
corners in which confusions and frustrations 
may lurk. However, the situation could be 
made a bit more clear, to the uninitiated at 
least, if it were recognized that the “differ- 
ent” methods are not really so vastly diver- 
gent as their proponents or critics imply. 
There is a general approach to investment 
problems; this could be used to relate the 
various formulae to each other so as to clarify 
relationships and emphasis. Then one might 
possibly be able to see (by reference to the 
basic relationship) just what the various for- 
mulae have in common, to what extent and 
in what ways they differ, and to what degree 
they conflict, supplement, or substitute for 
each other. 

This paper is an attempt to set up the basic 
pattern of relationships in a general formula 
of which the special methods are restricted 
cases or special applications.’ 

‘The October, 1955, issue of the Journal of Business 
was a compendium of this kind of comparison. The ar- 
ticle by M. J. Gordon, ‘“The Payoff Period and the Rate 
of Return,” pp. 253-261, and that by Joel Dean and 


Winfield Smith, “MAPI and Comprehensive Capital 
Control,” pp. 261-274, in this issue are of especial 
interest. 

‘This general relationship is not a new discovery. It 
was clearly developed and applied to various kinds of 
plant investment decisions in W. N. Mitchell, Production 
Management (Chicago, University of Chicago Press, 
1931). There is considerable evidence that these relation- 
ships were understood and used even earlier. 
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Why Invest? 

Investment is the sacrifice of current fi- 

nancial advantage (such as_ purchasing 
power) in return for some future return; the 
decision to invest or not to do so involves a 
comparison of the current sacrifice with fu- 
ture expectations. The comparison may be 
written: 
Ao , Ai , Ao , Az, As A; 
Rt Rt RT RT Rt Re 
In this expression, C is the capital commit- 
ment, the present outlay or sacrifice required 
to establish the investment, measured in 
terms of immediate dollar payment. The A’s 
in the expression are the individual amounts 
expected to be received at the end of each 
time period in the future. These time periods 
are of uniform length. The subscripts thus 
indicate the number of periods that will pass 
before the given A is received. Typically, the 
series of A’s is limited, and the last one is A,., 
an amount to be received k periods hence. 


(= 


The economic cost of waiting is measured 
by R, the compound interest conversion fac- 
tor; this expresses the effect of an interest 
rate applied to the timing of future receipts. 
R is (1 + i); the conversion factor is applied 
by successive and reiterative multiplication 
as time proceeds into the future; per contra, 
the conversion factor is applied by reiterative 
division as time moves backward into the 
past. Thus a future payment scheduled for 
one year later than the present represents an 
accumulated amount of XR, and the present 
significance of an item deferred n years (in- 
R"—that is, 
X divided by the conversion factor n times. 
The exponent of the factor R indicates the 
number of periods of deferment, for each of 
which the reiterative division by R is made.’ 

The expression sketched above may be 


terest conversion periods) is X = 


used to describe and define the financial ef- 


5I am indebted again to Mitchell (see note 4) for the 
symbol R" to replace the more common but confusing 
(1+1)". Compound interest is always computed by the 
use of the conversion factor, not the rate of interest as 
such. For elaboration of this usage, see W. N. Mitchell, 
Organization and Management of Production (New York: 
McGraw-Hill, 1939), pp. 374-5. 
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fect of any investment proposal, by putting 
the relevant data into the pattern and sim- 
plifying the result. A proposition that will 
yield $500 at the end of one year and an ad- 
ditional $400 at the end of the second year, 
may be reduced to an equivalent “present 
worth” using a 5% annual interest rate: 


$5 § 
is $500 $400 


(1.05) * (1.05) (1.05) 


Dividing $500 by (1.05) yields $476.19; 
dividing $400 by 1.05 and then again divid- 
ing the result by 1.05 gives $362.81. Alter- 
natively, we may use a table of “discounting 
factors” to establish that 1/1.05 is .95238, 
and that 1/(1.05) is .90703; multiplying by 
these numbers is the same as dividing by 
1.05 once and twice, respectively. Either 
way, the computation gives a total “present 
worth” of $839.00. This means that $839 
invested now at 5% compounded annually 
provides for the return of $500 one year 
hence, and $400 two years from now, leaving 
nothing to be settled thereafter. 

Should the outlay required to obtain these 
future receipts be more than $839.00, the 
return will be less than 5% compounded an- 
nually. Should there be added to the pro- 
posal that an additional $200 will be forth- 
coming 4 years from now, the present worth 
of $200 ($200 divided by 1.05 four times, or 
multiplied by the appropriate discounting 
factor, 1/(1.05)*=.82270) would be put into 
the calculation. This would add $164.54 to 
the commuted returns; the total of $1,003.54 
is the amount which, invested at 5% com- 
pounded annually would yield the indicated 
future receipts. At a higher price than 
$1,003.54, the investment would yield less, 
and at a lower price it would yield more, 
than 5% compounded annually. 

Thus in general terms the investment pat- 
tern is a relationship of three sets of data: 
the acquisition cost, price, or capital com- 
mitment; the series of expected receipts, and 
the effect of the interest conversion factor 
which applies the “rate of return.” Adjust- 
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ment of any one of these sets of data entails 
a compensatory change in one or both of the 
others. Further, for any given situation, spec- 
ifying two of the three sets of data permits 
computation of the third one. The example 
in the preceding paragraph established the 
price of an investment, using the specified 
future receipts and the interest conversion 
factor, but the rate of return may be estab- 
lished by using the series of future receipts 
and the present outlay required to obtain 
them. Had the data of the foregoing example 
been given without specifying the rate of re- 
turn, we could have written the investment 
expression as follows: 


ini. =.= 
i "Fe k? ic 
This expression could then be manipu- 
lated to “solve” for R, using interest factors 
from tables and trial and error computation 
to find that interest conversion factor which 
would reduce the future receipts to a present 
worth of $1,003.54. This, as we already 
know, is (1.05) and the rate of return is thus 


5% per annum. 


Variations on a Theme 

The computations just described illustrate 
two of the methods of evaluating an invest- 
ment. The “investor's present worth” ap- 
roach assumes the rate of return as given and 
solves for the “price,” or capital outlay. The 
desirability of the proposal is measured by 
the relation of the computed “price” to the 
actual one. The “discounted cash flow” 
method employs an identical relationship, 
but the solution is worked out from the given 
“price,” to establish the rate of return. The 
difference in method is merely a difference in 
viewpoint, for the relationship is the same. 

Similarly, the calculations could have been 
set up to leave the time factor as the one to 
be established. For instance, suppose that 
the case under discussion involved (instead 
of the $200 receipt 4 years from now) a se- 
ries of $50 receipts at the end of each of the 
four years. The whole proposal would then 


involve future receipts of $550 after one 
year, $450 after two years, and $50 after the 
third and fourth years. Given a price of 
$1,000 for the package, how many of the $50 
payments would be necessary to justify the 
investment? This obviously depends upon 
the rate of return that is required, assuming 
this to be zero results in the familiar “pay- 
out” calculation. By the end of two years, 
the receipts total $1,000, and the payout 
period is thus two years. 

Since a zero rate of return is (or should 
be) an unattractive investment outlook, a 
more meaningful result could be had by 
using, say, the 5% annual rate to commute the 
prospective receipts. The first-year’s $550 
would reduce ($550 x .95238) to $523.81, 
and the second-year’s $450 would be ($450 x 
.90703), or $408.16. The sum of these js 
$931.97, not enough to cover the capital cost, 
The $50 to be received after three years dis- 
counts to ($50 < .86384) $43.19, which makes 
the total three year commutation only 
$975.16. 

The last $50 receipt adds $41.13 to the 
previous total, making it $1,016.29. Thus, 
the investment will not yield 5% on the capi- 
tal cost unless it includes this last item. This 
analysis, referred to as a “time-adjusted pay- 
out,” is based on the same general formula 
as was described earlier, and is in principle 
no different. The fact that the solution for 
the number of years to realize a return of 5% 
was done by approximation does not alter 
the validity of the general formula. Inciden- 
tally, it may be observed that we should be 
willing to pay exactly $12.75 more for the 
$50 per year arrangement than we would 
have paid for the $200 after 4 years proposal, 
for if the rate of return is 5% per year, the 
rearrangement of $50 per year is “worth” 
that much more than the $1,003.54 com- 
puted previously. 


A Summary Formula 


As has been pointed out, all three of the 
approaches (“investor's present worth,” “dis- 
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1.” “dis- 


counted cash flow” and “time adjusted pay- 
out”) are really the same set of relationships. 
This may be written: 


n=k A 
o- £(4) 


The entire gamut of investment evaluations 
can be related specifically to this general 
formula, as will appear in subsequent para- 
graphs. The terms in the formula, however, 
require some explanation. The capital com- 
mitment (C) is a single sum, the net expen- 
diture at “time zero,” the present. This may 
be the cash price for the item purchased at 
this date, less the trade-in allowance (but in- 
creased by the cash value of what was traded 
in); but the capital commitment may also 
involve separate computations to bring to the 
present (time zero) whatever other capital 
contributions may be required to carry out 
the investment arrangement, as in an install- 
ment acquisition. The rate used to arrive at 
this commutation of capital outlays may be 
the same, or it may be a different one, than 
that used to evaluate the investment as a 
whole. 

The future receipts are also “net.” That 
is, each future receipt may be offset by such 
amounts as may be applicable. The returns 
from the use of a machine, for instance, may 
be reduced by the operating costs to be in- 
curred in the respective future periods. These 
future net receipts are not, however, to be 
construed as “income” in its ordinary sense. 
Business income is typically calculated for 
a period shorter than an investment term, 
and it therefore entails accrual or deferment 
of certain items of receipt or expenditure to 
match them properly with the economic 
flows of revenue and expense. Future net re- 
ceipts in the investment formula must be left 
unadjusted by such accruals or deferments.” 

Another observation of importance is that 


®*The fact that business (accounting) income is not a 
cash flow is not always clearly recognized. To measure 
income the accounting process must be such as to remove 


. the effects of timing distortions caused by technology and 


by credit, so as to reflect economic events as they affect 
the firm from day to day. 
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the general investment formula does not 
make an explicit allowance or provision for 
the recovery of capital investment; this is 
implicit in the relationship and is automati- 
cally included in the computations. One in- 
dication of this is the fact, noted earlier, that 
the simple payout calculation is a zero-rate- 
of-return variant of the general pattern. If 
the rate of return is taken as zero, every R in 
the general formula is reduced to unity, and 
the general formula reduces to: 


n=k 

C=) (4+) , then, olen 
n=(0 n=k 

= (4s) 


n=0 
If the annual receipts are the same in every 
year (A is a constant), the last mentioned re- 





II 
—_ 


lation becomes: 


= Coc = kA 


First or ‘Next Year” Approaches 


Another variant of the investment analy- 
sis arises from reducing the number of future 
periods under consideration to one, and then, 
assuming that the first year receipt may be 
viewed as two items, (a) income for the first 
year and (b) full recovery of the invested 
capital at the end of the first year. This re- 
arrangement makes the formula: 


A ,¢ 
laa 


This, in turn, may be rearranged: 





CR=A+C;R=44% 








c 
and R —-—1 = _ 
Substitution of (1 + i) for R gives: 
: A ‘ A 
l+:i:-l= C 1= C 
orC = 4 
7 


This last is an old friend, the “simple capi- 
talization” formula; which makes it clear that 
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the assumption of separate and complete 
capital recovery at the end of the first period 
is equivalent to perpetual receipt of A at the 
end of every period in the future. Thus the 
investment formula becomes identical with 
the present worth of a perpetuity.” 


Average Rate of Return 


By appropriate adjustment, the general 
formula may be made to fit other investment 


notions. For example, it may be used to es- 


n=k 


A (A a) 


(1 + ki) — 1 ™ ka 


n= 


C= 


n=k 
Cri = >> (A,) and 1 


In ordinary language, this last expression is 
equivalent to stating that the average rate of 
return on investment is obtained by sum- 
ming the receipts over the term, dividing by 
the number of periods (years) as well as by 
the capital commitment amount. 

The fact that capital recovery is here spe- 
cifically provided for is of some importance. 
In some cases, this is the actual situation; for 
example, a bond includes a specified matur- 
ity date when the “principal” will be re- 
turned. There are cases, however, in which 
the capital return is provided for in some 
other way. 


7 Interestingly enough, the perpetuity formula is itself 
an open-sesame to a number of other investment formu- 
lae, since the notion of an annuity is developed from it. 
Every terminal annuity is the difference between two per- 
petuities, one beginning at the inception of the annuity 
term, the other starting at the end of the term. The ini- 
tial perpetuity, less the second one, is the annuity. Then, 


A A 1 
C= — which converts to C 
(R —1) (R—1) R- 


Similarly, the 


A—AR" 
- (R") = 
R-1 


>, (40) 


= or 


AR"—A 
R-1 


tablish the average rate of return over more 
than a single period. Usually this involves 
the use of simple interest to express the rate 
of return over the multi-period term. This js 
expected, if the rate of return is expected to 
be a simple arithmetic average rate over the 
term; compound interest computations do 
not fit simple averages of rates. 

In this variant computation, R becomes 
(1 + ni) instead of (1 + i)", and the recovery of 
capital is specifically provided for. The te 
mula becomes: 


E o(i) 


Ck C 


“Depreciating Asset’ 


As an example of the kind of investment 
in which the capital recovery’ is provided for 
specifically (but not at the end of the term), 
consider the “depreciating asset.” This is also 
a variant of the general formula, but the defi- 
nition of terms is importantly different. The 
capital commitment is not merely the present 
investment, but one that is reduced each pe- 
riod. If the reduction (depreciation) is as- 
sumed to occur at a constant rate, reaching 
zero at the end of the term, the capital com- 
mitment is C, at the beginning, but is C;, at 
the end of the term, the average investment 
per period being 4(C, +C,,). In the case of 
zero terminal value, the average is simply 
¥C.. 

The annual or periodic recovery is de- 
ducted from the receipts, so that the “A’s in 


AR A A-—AR-’ [- -(1+4 ‘| 
—— = - { 
R-(R —1) R(R —1) R-1 t 


“accumulation”’ of the terminal annuity (at the end of the term) is: 


oe 


(See Mitchell, note 4, page 52, for further elaboration and application of this approach to deferred, interim, and other specia 


annuity patterns.) 
8 “Recovery” is the result of an assumption that “‘de- 
) I 
preciation provides funds.” As to this, see infra, p. 62, 


or “Some Misconceptions About Depreciation,” Hospital 
Accountant (February, 1960), pp. 12-16. 
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the formula are interpreted as receipts less 
depreciation. Then, if the net “A”s are re- 


l- 


F id 


rT 


(+h) 


£C'o = and 


Then, 


Coki = | > (A, — | — C); 
Don’t Invest by Formula Only 


The foregoing paragraphs have shown 
that the differences in the various approaches 
towards dealing with the investment situa- 
tion are only alternative interpretations of 
the same basic pattern of relationships. 
Whether or not any of these is “correct,” is 
more a matter of empirical verification of 
the assumptions and interpretations made 
than it is a matter of fundamentals. Whether 
the force of interest is taken as an arithmetic 
or a geometric (exponential) pattern, whether 
capital recovery is specifically included or 
excluded, whether investment is defined in 
me way or another, is largely a question of 
the situation and purposes involved.’ The 
important observation is, that a mere for- 
mula or its special variant does not consti- 
tute anything like a solution to the invest- 
ment problem; it is only a vehicle to bring 
together certain data systematically.” 

Variations in the definition and the treat- 
ment of the ingredients of the investment re- 
lationship are not, however, the only factors 
in the problem of investment. The measure- 
ments that are used to supply the data used 
in the variants of the formula bring their own 
problems. There are a number of complicat- 
ing angles that ought at least to be recog- 
nized, even if they cannot be dealt with ex- 
pressly. Some are worth examination. 


'Even though it may involve assumptions that a theo- 
retician might be unwilling to accept, the “first-year” 
analysis might be quite satisfactory, if the decision- 
maker is concerned only with his “showing” at the end 
of that year. Methods are right or wrong only in the sense 
that they meet, or fail to meet, the situations and objec- 
tives at which they are aimed. 

Although it may appear to be vastly different, the 
MAPI formula is another variant of the general invest- 
ment formula. The chief difference is the emphasis given 
to the accumulative effects of operating inferiority (ris- 
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lated by simple interest computations to the 
investment, the general formula reduces to: 


n=k 
Co + Coki = 2} (A, — ‘| 
n=k 
T (th ~~ 
and ie = 





Co 
Limitations in Forecast Data 


Investment analyses necessarily are for- 
ward looking, and the data used to quantify 
the outlook are of necessity expectations and 
forecasts. Perhaps this should be allowed for 
by recognizing that for every investment sit- 
uation—for each future period, in fact— 
there is a range of probable net receipts. 
There is some chance of receiving each of a 
various number of amounts in any given pe- 
riod, at any given date. The weighting of 
each of these by the probability of its occur- 
rence would give a probability array for each 
of the “A”s that we have put into the for- 
mula. If such probability distributions could 
be established, they would improve the va- 
lidity of the entire approach. 


Intra-Period Items 


Typically, the period—the interval be- 
tween receipts and the time over which a 
“conversion” of interest occurs—is assumed 
to be one year. This is in conformance with 
the general notion, that interest is an annual 
affair. Rates of interest are taken to be “per 
year,” even when there is no specification of 
the conversion period. If we do need to deal 
with periods shorter than a year, there is no 
great problem involved in restating interest 
so that the shorter period can be used. Com- 
pounding on a semi-annual, quarterly or 
monthly basis is an answer to this, for it 
makes the payment interval and _interest- 
conversion period alike. 





ing costs or declining returns as the investment progresses 
through time). The fact that solutions are sought which 
minimize the sum of operating inferiority and capital 
cost makes the mathematical treatment appear much 
more at variance with the general investment formula 
than it really is. 
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Continuous Conversion 


However, an annual (nominal) rate of 6% 
is not the same thing as a rate of 4% com- 
pounded monthly, for any sum invested at 
the monthly rate over a year will accumulate 
to (1.005)” times its initial amount; (1.005)” 
is 1.06168. Thus, 2% compounded monthly is 
more than 6% per year. If we try to go around 
the other way to find a rate which, com- 
pounded monthly, will be 6% over the year 
as a whole, we discover that the result must 

i3 . . 
be 1.06 per month, which is .004868, 
not 2%. 

The questions raised by this can be quite 
difficult, especially when the interim dates 
are irregularly spaced, or when they are un- 
specified. Under such circumstances it is 
common to simplify the problem by assump- 
tion, such as that the receipts are evenly (and 
thinly) spaced over the interest-conversion 
period. If the notion of spreading is carried 
to the extreme of constant (instantaneous) 
flow, the mathematical answer is found in the 
“continuous” conversion concept. However, 
this may add more complexity than it saves.” 

Another (and simpler) way to deal with the 
unspecified interim payment interval is to 
assume that such payments may be “aver- 
aged” to center at the middle of the year. 
Although this is not quite an acceptable no- 
tion from the strict mathematical viewpoint, 
it has the merit of easier manipulation; it 
pays some attention to the fact that receipts 
are not timed at the ends of the interest pe- 
riods. The procedure would be to discount 
the indicated receipts as at the ends of the 

1 Continuous conversion is the limiting case of in- 
creasingly shorter interest periods. A 6% nominal rate 
of interest per year is really 6.09% when compounded 
semi-annually; compounded quarterly, the 6% nominal 
rate becomes 6.136%. Monthly compounding makes the 
rate 6.168%, daily conversion raises the rate to 6.183%. 
But hourly conversion raises the rate to only 6.1838% 
and continuous conversion only to 6.1840%. For some 
other rates, 4% per year on a continuous conversion basis 
becomes 4.081%, 5% per year becomes 5.127%, 7% is 
raised to 7.251% and 10% becomes 10.517%. Evidently 
the effect of shortening the interest conversion period is 
not very great, except in its initial stages. The continuous 
rate may be computed from log (1 4 i) = .434294j in 
which i is the continuous (effective) rate that results from 
compounding the nominal rate j at instantaneous inter- 


vals. See Handbook of Financial Mathematics (New 
York: Prentice-Hall, 1929), p. 1047. 


year in which they occur, and then to ac. 
cumulate for a half year (at the effective rate) 
to get the “present” worth. The following 
diagram makes this a bit clearer. 





m—— — 


0 = the present, ‘‘time zero.”’ 

1, 2,3, K = ends of future years. 

z = midpoints of years at which items are 
supposedly centered. 

M = point at which centered items are com- 
muted by discounting (% year before 
“‘time zero’). 

Accumulation of the commuted amount at 

M for \% year gives ‘‘present’’ worth. 

As an illustration, suppose our earlier ex. 
ample ($500, $400, and $200 at annual in- 
tervals) were due at the midpoints of years 
1, 2 and 3 respectively. Discounting at 5% 
would give the commuted value ($1,003.54) 
at 2 year before time zero. Accumulating at 

/1.05 (for the half year) would give 

; g 
$1,003.54 (1.0247) or $1,028.33, the cor. 


rected amount at time zero, interest at 5% 
per year. 


Formula Permits Objective 
Comparisons 


Investment proposals are seldom evalu- 
ated singly and in vacuo; typically, the prob- 
lem is to choose between two or more alter- 
natives, and the investment formula is a way 
to make comparisons in an objective fashion. 

Sometimes, however, two proposals being 
compared do not coincide as to the invest- 
ment term. One proposition may offer a se- 
ries of receipts over, say, a six-year term, 
while the other may run for only three years. 
Using the rate of return evaluation provided 
by the “discounted cash flow” approach, it 
would seem that the investment offering the 
higher rate of return is to be preferred. But 
this is not without its difficulties. 

For example, take a six-year proposal with 
annual receipts running $600, $600, $500, 
$500, $400, $400 in the successive years; 
compare it with another proposition that 
runs for three years and provides receipts of 
$600, $500, and $400 in those years. The 
“present worth” of these proposals on a 5% 
basis works out to $2,571 for the first, and 
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$1,370 for the second. Although the nomi- | 
nal amount of future receipts is exactly half 
as much in the second proposition, the dis- 
counted amount of the investment is rela- 
tively greater for the shorter term; the effect 
of compound discount increases as the term 
is lengthened. 

The effect noted may be expressed in an- 
other way, by noting the shift in the rate of 
return, if the 
made comparable. Suppose the first invest- 
ment could be had for a price of $2,740— 
twice the price of the second (three-year) 


investment commitment is 


proposal; what rate of return would be indi- 
cated? The rate of return works out to a 3% 


basis: 

$600 X .9709 = $582.54 

600 X .9426 = 565.56 Total, $2,730. This 
500 X .9151 = 457.55 indicates a rate of 
500 X .8885 = 444.25 slightly less than 
400 X .8626 = 345.04 3% if the ‘‘price’’ 
400 X .8374 = 335.00 is $2,740. 





Capital Commitment: 
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Are these two investments really as differ- 
ent as the 5% and 3% rates suggest? Or does 
the length of term have some effect in the 
comparison? If the second investment is of- 
fered at half the price of the first ($1,286) 
the rate of return becomes slightly more than 
8.5% per annum. $600 x .92166 = $553.00; 
$500 x .8494 = $424.73, and $400 x .78291 = 
$313.16. $553.00 + $424.73 + $313.16 = 
$1,290.89. Thus in the first case a $159 addi- 
tion to the price of $2,571 reduced the rate of 
return from 5% to less than 3% per annum; an 
$84 reduction in the $1,370 price in the sec- 
ond case raises the rate of return to slightly 
more than 8.5%. 

If we make the investments really com- 
parable, by comparing two successive 3-year 
commitments with the six-year one, we get a 
yield of 5% and a price of $2,553, so it is 
evident the rate of return is shifted quite 
noticeably by variations in the term and tim- 








Commuted Returns: 





$1,370 now. .. $1,370.00 


1,370 three years hence (X .86384) 1,183.46 





Total . $2,553.46 | 





SR SO OG ss os oa oe ee $ 571.43 
BOO SO GOTO. 6 sk cdacctetl Meera 453.50 
A006 SOBRN oo hese AOR 345.53 
OS: ee. 5 6es eek ntti 493 .62 
SORDSC. JTRBONM oo 2 oo ks on ba toaedn 391.77 
rd a: yee re 298 .49 

"ROtA Bois citar eee 2, 554.33 





ing of amounts. The conclusion is, that com- 
parisons of investment proposals should take 
into account the dissimilarity of investment 
term-length. 

It is fairly easy to handle the dissimilar 
term problem in a case such as has been 
cited. But to compare a two year and a five 
year proposal, commensurability requires a 
ten year comparison. This can be quite awk- 
ward, for the comparison of a 5 with a 7 year 
proposal requires a 35 year analysis, that of 
a7 and 11 year proposal necessitates consid- 
eration over 77 years, the least common mul- 
tiple of the alternative investment terms. The 


difficulty becomes extreme if the question is, 
“Shall we buy the machine now, or wait two 
years and then buy it?” In this last situation, 
there is no hope of a comparison period com- 
mensurable with both proposals. 

However, even this can be dealt with if a 
“terminal” value can be estimated for one of 
the proposals. Assuming the use life of the 
machine to be 10 years, a net recovery or 
use-value at the end of 8 years for the de- 
ferred purchase may be treated as an invest- 
ment “return” to make the comparison less 
inconsistent. However, there is some error in 
stating such a value; the recovery value is not 
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really relevant even if it can be estimated, 
and the use-value is not easily estimated in 
an objective sense. 


Capitalized Cost Comparisons 


Still another way to meet the dissimilar 
term issue is the use of “capitalized cost” 
comparisons. These are based on the assump- 
tion that the investment proposals may be 
continued indefinitely by repetition of suc- 
cessive identical terms and results. This is 
not exactly realistic, but the dissimilar terms 
become manageable through this procedure. 

Two perpetuities are established for each 
proposal: (1) the capital commitment, re- 
peated in perpetuo, and (2) the future re- 
ceipts discounted in the same dimensions. 


Capital Commitments 


$2,740 due now $2,740.00 
$2,740 every six years: 
$2,740 + [(1.0275)® — 1], 
$2,740 + .17677 = 15, 500.37 


97 | 


Total Capitalized Commitments $18, 240.37 





This indicates that the rate of return in per- 
petuo is slightly too low at 2%%. At 2.8%, how- 
ever, the Capitalized Commitments are 
$17,944.48, and the Commuted Returns are 
$17,922.81. From the illustrations here pre- 
sented it should be clear that investments 
with dissimilar terms and spacing should be 
evaluated with due care. Mere dependence 
on rates of return without considering the 
timing and spacing patterns may have defi- 
nitely untoward effects. 


Cost of Capital 


Another inherent difficulty with invest- 
ment formulae is that they do not recognize 
the cost of capital as an explicit factor in the 
computations. This reflects the assumption 


Each of these may be viewed as an “anny. 
ity” in which the rent is the recurring capital 
commitment (or the commuted receipts), and 
the “periods” are the terms of the recurrin 
commitments. The compound interest fac. 
tor is the “rate” for the term—R" — ], 

Adding the perpetuities to the initial capi- 
tal commitment (or commuted receipts) gives 
the capitalized cost: 

Cc 


Gale ror 


Capitalized cost may be used to establish a 
perpetual rate of return, if desired. For the 
six-year investment mentioned earlier, at 


2%% annually, the capitalized cost computa- 
tion is: 
Commuted Returns: 

$600 + 1.0275 3 583.94 
500 + 1.05576 473.60 
400 + 1.08479 368 .74 
600 + 1.11462 538.30 
500 + 1.14527 436.58 
400 + 1.17677 339.91 


Commuted Returns for the first term $ 2,741.07 
For Future terms, $2,741.07 + .17677 15,506.42 


Total Commuted Returns $18, 247.49 


that the problem to be solved is merely a 


relative evaluation of alternative invest- 
ments, and that the differences in the gross 
rates of return are the important criteria. 
There is some reason to question this as- 
sumption. 

The rate of return is inherently a kind of 
average; we use a single rate in any given 
computation, which is supposed to reflect the 
postponement of cash receipts and payments 
over various time periods. Actually, there 
is no such thing as a single rate for the great 
majority of cases; empirical rates, as they are 
quoted in the market, cover various kinds of 
arrangements over different time periods, 
and it is unusual to find only one way in 


which a venture can be financed. The prob- 
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nnu- 





























Table I 
yee Amounts, Timing, and Rates of Interest Applicable to an Investment 
, an 
Tring — | » | @ | (4) (5) (6) (7) (8) 
fac. Mo. | Day | Yr | Amount Semi-Ann. p (1 + pi) wines 
i | Int. Rate (1 + pi) 
capi- | ~ 5 | 31 | 1 | $1,950 0250 2/3 1.01667 $1,918.03 
gives : | 15 1 | 1,500 0225 1/12 1.00188 1,497.19 
6 1 2 | 1,750 .0275 5/6 1.02292 1,710.79 
11 10 2 | 1,800 .0300 | 13/18 1.02167 1,761.82 
2 1 3 2,100 0325 | 1/6 1.00542 2,088.68 
10 1 | 3 2,000 .0350 1/2 1.01750 1.965.60 
4 10 4 1,620 .0325 | 5/9 1.01806 1,591.26 
lish a 9 -1 | 4 | 1,200 |  .0300 1/3 | 1.01000 1,188.12 
r the 3 10 5 900 | .0275 | 7/18 1.01069 890.48 
r, at 8 15 5 500 | .0250 1/4 | 1.00625 | 496.89 
puta- ain’ 3) Dates of future receipts. 
) The rate which is here tised to represent the cont of eapital. 
(6) Proportion of the semi-annum by which receipts are deferred from the beginning of that semi-annum. 
eee u or macht peg be heed seoip hgh poodles tap as expected within that semi-annum. 
583.94 lem of measuring the cost of capital asasepa- __ tal over the term of a given investment. A 
a78 60 rate variable in the investment situation is a variant of the general approach, best illus- 
“ - dificult one, and we shall not be able to solve trated by a concrete example. 
436.58 it here.” But capital cost is not irrelevant if In the illustration to be presented, we 
339.91 it fluctuates through time or as between al- shall assume (1) that the amounts of future 
pre tematives. Recognizing capital cost as a sep- receipts are of varying size and that they are 
ral. arate factor serves to separate the gross rate expected to arise at somewhat irregular in- 
— of return into two parts: contractual amounts tervals; (2) that the rate of interest used to 
947.49 that will be based upon financing arrange- represent the cost of capital also varies from 
ments and the net return, the earnings over __ period to period. This will make it possible 
wins and above such contractual obligations. to see how interim receipts and varying in- 
ii Even if the cost of capital cannot be meas- terest rates may be handled. Table I, repro- 
gent ured:;—if the investment alternatives must duced above, gives the basic data along with 
aati be appraised without an absolute and defi- _ figures to reduce the receipts to present 
wy nite factor to represent financing, the ap- worths at the beginning of respective future 
proach must be to compare alternatives, not _ periods.” 
ind of merely to match gross rates of return. The Although it is a digression, it may be 
pen alternatives are different in that they involve —_ worth noting at this point that the error in- 
aA dis different patterns of future receipts, over troduced by using simple interest instead of 
yments shorter or longer periods, and with respect compound interest rates for interim calcu- 
Ai to different capital demands. At least in the- _ lations is not large. Table II shows the con- 


e great 


ory, the cost of capital should appear within 
the alternatives, as explicitly as possible, not 


See note 1, pp. 496-523. 
‘8 Present worths are computed at simple interest, to 


lev are avoid the complexities described earlier with interim in- 
a. merely as reflections in the overall gross rates terest rates. But this is not the same as simple discount. 
inds of ot —) Present worth at simple interest is computed by dividing 
eriods, | Mretum for dissimilar projects. er a ee 

od ¢ > ective rate Ss case, pe 
way in All of this suggests that there ought to be semi-annum). Simple discount would require sulidiation: 


D prob- 





some way to deal with varying costs of capi- 


tion of the maturity amount by the factor (1—pi); this 
does not give the same result. 
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Table II 





Effect of Using Simple Interest for Interim Receipts Calculations 








Period Yrs 
RE en et Meee | V4 | 
9 | 1 
$i. } 1% | 
LS EO ee ee 2 
5.. 2% 
6 3 
ee 3! 
2. { 
9 4l4, 
10 5 


(1) | (2) 
A | Accumulatic 

Rate 
(1 + pr) (1 + qt) 
$1,918.03 | 1.00833 
1,497.19 | 1.02063 
1,710.79 | 1.00458 
1,761.82 1.00833 
2,088.68 | 1.02708 
1,965.60 | 1.01750 
1,591.26 1.01444 
1,188.12 | 1.02000 
890.48 | 1.01681 
496.89 1.01875 


(3) 
Amount, end 
of Period 


A(1 + qr) 


on 


$1,966 
1,530 
1,758. 
1,814. 
2,156 
2,035 
1,643.39 
1, 224.00 
915.13 
509.38 


24 
95 
02 
99 
87 
00 





(4) 


(3) Discounted 
at (1 


~— ¢) 
| $1,918. 
| 1,497 
1,710 
1,762 
2,088 
1,966 
1,591 
1,188 
S90 

496 


28 
26 
97 
13 
98 
18 
.66 
34 
64 
96 





.07 


18 
31 
30 
58 
| 40 
| .22 
ar! 
07 


(1) Actual receipts expected as stated in columns (1) — (4) of Table I, reduced to present worth at beginning of each semj- 


annum. See column 8 of Table I 


(2) Simple interest applicable for that part of the semi-annum remaining after the date of receipt. q = 


(3) Specific receipts as given in Table I accumulated at (1 + qt) to the end of each semi-annum. 
(4) Amounts in (3) discounted at rate 1 to beginning of semi-annum, for comparison with (1). 
(5) Differences caused by simple interest conversions, (5) less (1). 


trast between the present worth at simple 
interest as computed in Table I, and the re- 
sult of accumulating the interim payment to 
the end of the semi-annum, and then dis- 
counting by the correct compound rate. 

of Table II may be 


discounted to compute the present worth of 


The data in column (1) 


future receipts for comparison with capital 


Table III 


Discounted Future Receipts from an Investment 
With Varying Amounts, Timing, and Capital Costs 


(1) 2) 


Period 


To be received 


this period 


PG: | $ 496 
9 ; S90 
8... 1.188 
< 1,591 
6 1,965 
5. 2,088 
4 1,761 
3 1, 410 
2 1,497 
R 1,918 


89 
48 
iZ 
26 
60 
68 
82 
79 
19 
03 


Future Period 


Receipts = (6) 
line above 
$ 0 
483 .60 
1,334.06 
2,442.79 
3,897 .62 


5,678.67 


‘ 
7,541.12 
9,053.96 


10,527.87 
1G ef 1 Ba 


Total commuted 


vaiues, a 
future receipts 


$ 496.89 | 
1,374.08 | 
2,522.18 
4,034.05 
5, 863.23 
1,404.00 | 
9,302.94 | 
10,764.75 
12,025.06 
13,649.80 


(5 
Capital Cost 
Factor for “aa 
katy 
Prior Period - 


} 


(1 — p). 


commitment in the general formula. Because 
the semi-annual cost of capital is different in 
each period, the discounting must be done 
one period at a time, as in Table III. 

The figures in Table III make it clear that 
the investment proposal we have assumed 
has a present worth (at the indicated capital 
costs) of $13,649.80. If it is acquired for that 


(6 


Commuted Value 
total future re- 

ts, beginning 

yrior period 


483.60 


1.0275 | $ 

1.0300 1,334.06 
1.0325 2,442.79 
1.0350 3, 897.63 
1.0325 5, 678.67 
1.0300 7,541.12 
1.0275 9, 053 .96 
1.0225 10, 527.87 
1.0250 11, 73.7 





(1) The periods are arranged in declining order to facilitate discounting. 


(2) Figures in this column are from Col. (8) of 


apie 


(3) Receipts which were discounted from future periods, to present worth at beginning of this period. 


(4) Sum of columns (2) and (3). 


(5) Conversion factor (cost of capital) from Column 5, Table I. 
(6) Column 4 item divided by capital cost factor in Column 5. 
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(5) 
Error 


.25 
07 
18 
3] 
30 
.08 
.40 
.22 
14 
07 





pach semi- 


Because 
erent in 


be done 


lear that 
assumed 
d capital 
| for that 


(6 

uted Value 
future re- 
beginning 
yr period 


483.60 
334.06 
442.79 
897.63 
678.67 
541.12 
, 053 .96 
, 527 .87 


731.77 
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Table IV 

Finding a Gross Rate of Return by Approximation from Adjusted Data 

————— — 
| Discounting at Various Rates 
Receipts | 3% 6% 514% 
Period pe at ne 

| oe Compound} Present Compound Present Compound Present 

| Discount Worth at Discount Worth at Discount Worth at 

| Factor | Time Zero Factor Time Zero Factor Time Zero 
0......----| $ 509.38 | 7441 |$ 379.03 | .5584 | $ 284.44 | .5854 |$ 298.19 
9... 915.13 7664 | 701.36 .5919 | 541.07 .6176 565.18 
.... 1, 224.00 | 7894 | 966 . 23 .6274 767 .94 .6516 797 .56 
‘a 1,643.39 | .8131 | 1,366.24 .6651 1,093 .02 .6874 1,129.67 
. : | 2,035.00 | .8375 | 1,704.31 .7050 1,434.68 Wy 357 - 1,475.78 
Be. sok Sphere .8626 | 1,860.52 . 7473 1,611.83 .7651 1,650.22 
ore | 1,814.99 | 8885 | 1,612.62 .7921 1,437.65 .8072 1,465.06 
re 1,758.02 | 9151 | 1,608.86 .8396 1,476.12 .8516 1,497.21 
2. | 1,530.95 | .9426 | 1,443.07 | .8900 1,362.55 | .8985 1,375.56 
Pies 1,966.24 | .9708 | 1,908.82 .9433 | 1,854.75 .9479 1,863.80 

| 
| eee ian hem ‘ER aR oe a Sai 
Totals | $13,551.06 | ..... | $11,864.05 | ..... $12,118.23 

















amount, the future receipts will be just suf- 
ficient to cover the costs of capital. At a 
higher price, it will not return its capital 
costs; at a lower price, it will return some- 
thing more than the cost of capital. 


Evaluation of Profitability 


Suppose the investment proposal just illus- 
trated can be purchased for $12,150. It ob- 
viously offers a profit over and above the cost 
of capital, indicated by the excess of 
‘present worth” over capital commitment, 
$1,499.80. This can be due only to the effect 
of discount rates higher than those employed 
in the “capital cost” evaluation. But what 
rate or rates are involved? 

We may “solve” the problem by finding a 
single discount rate that will equate the dis- 
counted future receipts with the capital com- 
mitment. That is, we may find (by trial and 
error) that discount rate which, applied to 
the future receipts over the entire invest- 
ment term, will result in a present worth of 
$12,150. This is done in Table IV. 

Receipts as at end of period are taken 
from Table II, column (3), and discounted 
at the indicated rates. The rate of 3% per 


semi-annum is found to be too low, and that 
of 6% is too high. The rate of 54% per semi- 
annum is nearly “correct,” for the present 
worth comes to only $31.77 less than the 
capital commitment. 

The calculations in Table IV result in an 
average gross rate of return; this rate ignores 
capital cost except as it is used to carry each 
semi-annum’s receipts to the end of that 
semi-annum for discounting at the gross rate. 
To subtract the capital cost rates from the 
gross rate in an attempt to get a net rate for 
each semi-annum is inaccurate, for the dis- 
counting has been done at a single rate over 
the term. Further, it should be clear that 
there are any number of combinations of 
gross and net rates that might result in a 
present worth equal to the capital commit- 
ment; thus, any solution is at least partially 
arbitrary. 

As another approach to this problem, we 
may discount the future receipts at a variable 
rate, established by adding to the capital cost 
a constant net return factor. The gross rate 
will then vary, as the cost of capital changes, 
and the net rate will be constant. This pattern 
of discounting, assuming a constant net re- 
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Table V 


Present Worth Evaluation of an Investment 
From Adjusted Data, to Net 3% per Semi-annum over Capital Costs 











P. W. at beg. this period 


—<——— TS 
<> 


P. W. at beg. prior period 





| (1 + pt) 


Period | Receipts} Gross “es 
| Rate | This Period Future | Total | Gross | Present Worth 
; | Receipt Receipts : | tate Carried Down 

(1) (2) (3) (4) | (6) (7) (8) | (9) 
10 $ 500 | 1.055 | 1.01375 3 493 .22 3s. Lae 's 493.22 | 1.0575 |$ 466.49 
) 900 | 1.0575 | 1.02236 | 880.32 | 466.40 1,346.72 | 1.0600 | 1,270.49 
8 | 1,200 | 1.0600 | 1.02000 | 1,176.47 1,270.49 | 2,446.96 | 1.0625 | 2,303.02 
7 | 1,620 | 1.0625 | 1.03472 | 1,565.64 | 2,303.02 3,868.66 | 1.0650 | 3,632.54 
6 | 2,000 | 1.0650 | 1.03250 | 1,937.05 | 3,632.54 5,569.59 | 1.0625 5, 241.97 
5 2,100 | 1.0625 | 1.01042 | 2,078.36 | 5,241.97 | 7,320.33 | 1.0600 | 6,905.97 
4 1,800 | 1.0600 | 1.04333 | 1,725.24 | 6,905.97 | 8,631.21 | 1.0575 8, 161.90 
3 1,750 | 1.0575 | 1.04792 | 1,669.97 8,161.90 9,831.87 | 1.0525 9,341.44 
2 1,500 | 1.0525 | 1.00438 | 1,493.46 9,341.44 | 10,834.90 | 1.0550 | 10,270.05 
1 1,950 | 1.0550 | 1.03667 | 1,881.04 10,270.05 | 12,151.09 | . 12,151.09 





(1) Periods shown in reverse order to facilitate discounting. 


a 


(2) Nominal receipts expected in this period, on dates earlier specified. 

(3) Gross rate of return (capital cost plus net return) expressed as conversion factor, FR, for this period. 

(4) Interim conversion factor, applying gross rate to specified dates 

(5) Amount in column (2) discounted at (1 + pi) to beginning of this period. 

(6) Receipts of all future periods discounted to beginning of this period, same as (9) in line immediately above. 


(7) Sum of items in (5) and (6). 


(8) Conversion factor applicable to prior period (line immediately below). 
(9) Amount in column (7) divided by conversion factor in column (8). 


y 


turn of 3% per semi-annum, is applied in 
Table V. 

In Table V, the calculations proceed as in 
Table III. Each period is treated separately 
in the discounting process, since the gross 
rate of return is 3% higher than the variable 
capital cost rates. The result is arithmetically 
comparable to that shown in Table IV, for 
the “present worth” as computed is close to 
the amount of the capital commitment. But 
logically the varying gross rate is better, for 
it at least recognizes the capital cost rates in 
determining the “average return on invest- 
ment.” Whether or not the average net rate 
of 3% per semi-annum is realistic, in view of 
the fluctuations in capital cost, is another 
question. Perhaps it might be better to use a 
varying net rate that fluctuates in proportion 
to the capital costs. This would recognize the 
interdependence of related interest quota- 
tions. However, as was stated above, there is 
no one answer to the problem of a net return 
after capital cost; there are a number of com- 
binations of gross and net rates that would 
yield comparable “present worths.” 


The calculations to establish the present 
worth of the investment in this situation are 
somewhat tedious, because of the number of 
variables recognized. But they recognize 
some of the more obvious complications in 
such an evaluation. 

Interest factors are used to make invest- 
ment evaluations in at least two senses; one 
of these is the recognition of capital cost, and 
the other is the net rate of return, or the per- 
centage of income on the investment over the 
term. A gross rate which combines these 
elements is confusing. Each rate ought to be 
recognized specifically in calculations. This 
is apparent when it is seen that the cost of 
capital is not an absolute, but is likely to ap- 
pear in the form of a set of alternative pro- 
grams. Further, the cost of capital is likely 
to fluctuate through time, not only because 
of the force of market factors, but also be- 
cause there are various shifts in the array of 
investment opportunities. Using a single rate 
of return combines the effect of two dis- 
similar aspects of the problem. Using a con- 
stant total rate over the entire term averages 
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not only the cost of capital and the return 
rates, but also the fluctuations over time in 
both of them. 

Depreciation, per se, is irrelevant for in- 
yestment evaluations; the general investment 
formula makes no provision for spreading or 
amortization of capital cost. Rather, the re- 
covery of capital commitments is built into 
the general formula implicitly, by matching 
capital commitment with discounted future 
receipts. Depreciation is merely the assign- 
ment of capital cost to periods shorter than 
the life of the commitment, to reduce what 
would otherwise be distortions arising from 
the short periods we use to establish income 
for most purposes. 

In the attempt to measure income for a 
year or a quarter, there must necessarily be 
some adjustment of cash receipts and pay- 
ments to reflect economic events. The ac- 
countant (or anyone else who attempts such 
that the 
timing of receipts and disbursements does 


4a measurement) must recognize 


not coincide with economic service flows. We 
receive labor services now and pay for them 
later, we make deposits on contracts whose 
execution is postponed. We borrow money 
aid repay loans in secondary financing 


‘transactions that are only indirectly related 


to the acquisition, usage, or delivery of 
economic resources. 

Insurance contracts require payments for 
one to five years in advance, merchandise 
purchased in one period may be used in a 
second one and paid for in a third. Plant and 
equipment costs are long-term prepayments, 
the use-period of which may be twenty years 
or more. The credit system, and the techno- 
logical occurrence of bundles of service used 
in business necessitate a number of interim 
adjustments and allocations, so as properly 
to time service flows, to match them in short 
reporting periods. 

On the other hand, investment decisions 
are not concerned with annual income. The 
investment is evaluated as a whole over its 
entire term, and the timing of cash receipts 
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and disbursements is relevant and correct 
data for this purpose. The borrowing and 
repayment transactions that are indirect and 
secondary for annual income determination 
are of the essence of investment in the 
broader sense. Depreciation, amortization, 
and other such short-period corrections are 
of no use for evaluating a long-term invest- 
ment.“ 


Depreciation 


No discussion of the place of depreciation 
in investment evaluation should fail to men- 
tion the need for clear thinking about depre- 
ciation in relation to sources of funds. Most 
finance textbooks, many articles in the public 
(and the academic) press, and a great deal of 
“serious” talk in business circles further this 
gross misconception that somehow deprecia- 
tion brings money into a business. The error 
in this can easily be seen when it is suggested 
that if this were so, we could meet any need 
for cash by a sufficient increase in the depre- 
ciation charge! The fact is that income 
(accounting income) is erroneously viewed as 
a source of funds. Depreciation reduces 
income and does not take money out of the 
business; since both these ideas are correct, 
depreciation is added back to income to get 
“funds provided from operations.” This 
“internal financing” is really only a reflection 
that receipts from customers actually cover 
most operating expenses and more. The ad- 
justments made to compute short period in- 


_come (as has been explained) really make the 


income figure only a rough indication of cash 
flows, at best. 


Related to this is the naive notion that, 
somehow, depreciation is “recovered” from 
the government via income taxes. It is true 
that income taxes are affected by deprecia- 


‘4 The reader may object that in an earlier connection 
we presented a computation which did show capital re- 
covery explicitly, and in which depreciation was de- 
ducted in computing annual receipts. This was the one- 
year computation in its “first-year,” average year and 
average return on average investment variants. This is 
not inconsistent with what has been said about depre- 
ciation, but is actually a clear illustration of how the 
short period requires capital cost-allocation. 
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but the 
federal government does not pay back our 
depreciation cost. The tax is reduced by per- 


tion allowances or deductions, 


haps 52% of the depreciation charges, but if 
this is “recovery,” let us all campaign for 
larger taxes to recover more depreciation! 


Depreciation and Income Taxes 


Although depreciation is itself irrelevant 
for investment evaluations, it does enter into 
the computation of income taxation, and 
income taxes are an important element in any 
investment problem or situation. Many in- 
vestments that are attractive on a before-tax 
basis become uninviting after taxes are con- 
sidered, and some that are apparently un- 
desirable may be made interesting and 
remunerative after tax effects are under- 
stood.” 

The way in which income tax considera- 
tions should enter the investment evaluation 
is through the annual receipts or expected 
savings to arise from the investment. In this, 
the income tax payments required in a given 
future year are as much a part of determining 
the net receipts as any other operating cost. 
It should also be stressed that when the use 
of a special provision such as accelerated 
depreciation defers the payment of taxes, it 
is possible for the income tax to turn future 
savings or receipts into net costs or payments, 
after the total effect of such postponements 
has “worked out.” In other words, it is never 
safe to assume that income taxes are ir- 
relevant; the tax effect is present so long as 

the investment situation can affect the tax 
liability. 

Decisions to invest usually involve fairly 
large sums and fairly long periods of time, 
and they therefore deserve careful study and 
i It is really surprising how many textbook and other 
presentations of investment analysis dismiss the tax ef- 
fect as of minor and only rciative importance. The argu- 
ment that a proposal is not made more or less desirable 
by tax effects is simply wrong, when the income tax rate 
is as high as it is, and when it is possible to postpone, 
accelerate, or affect the absolute amount of taxes by 
considering legally available variations in the methods 
of reporting, or the contractual arrangements surround- 
ing business transactions. See Controllership Founda- 


tion, Management Planning for Corporate Taxes (New 
York: The Foundation, 1951). 


evaluation. However, it is also true that the 
conditions surrounding an investment at the 
time the decision is made may change cop. 
siderably as time passes. It is therefore of 
some importance that the investment deci. 
sions as made are subjected to a certain 
amount of systematic review. Most compa- 
nies have a regular procedure of reviewing 
the commitments made at intervals after. 
wards. This has the dual effect of unearthing 
errors and thus avoiding their perpetuation, 
and of calling attention to the changes that 
have occurred which may logically entail 
shifts in the original plan. 

No investment is irrevocable in its entirety, 
there is always some adjustment that is pos. 
sible, if only to terminate or shift the 
emphasis in the plan to meet changing condi- 
tions. This suggests that there ought to be 
some way to set up the data employed in the 
original decision so that they may be re- 
viewed and that the changes that may be 
proposed can be related to the original pat. 
tern of evaluation. 


Follow Up Is Essential 


The typical present worth comparison 
(common to all the approaches that have 
been considered) proceeds from the future 
back to the present time, and thus permits 
a comparison of actual events with those 
anticipated in the decision only imperfectly, 
This suggests that there may be some merit 
in a forward-looking computation of invest- 
ment evaluation, so that the computations 
may be arranged in the order in which the 
future events will occur. 

This sort of approach is afforded by an 
amortization table, a not so new but over- 
looked device that may be of help in this 
connection. Its form is based upon the same 
evaluation as the others that have been de- 
scribed, but it carries through the events of 
the successive periods in the order in which 
they occur. An example is presented in Table 
VI, based on the illustration that was used 


earlier. 
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Table VI 


Amortization of $12,150 Investment Against Expected Receipts to Net 6% 
Compounded Semi-annually over Varying Capital Costs 























is based on the 
same general formula as are all the other 
computations that have been presented, and 


The amortization table 


therefore it does not give a fundamentally 
diferent answer. However, there are some 
aspects of emphasis and arrangement that 
are worth noting. First, the amortization 
table is a “forward-moving” presentation. 
The earlier events are presented first, the 
later ones afterwards. This gives a pattern 
to the presentation that conforms to the ele- 
ments in the decision. Rather than summarize 
the entire presentation in the form of a mere 


gross or net rate of return, the amortization 


table 
data. 


Second, the arrangement of the amortiza- 


focuses attention on the whole set of 


tion table permits the use of specific calcula- 
tions for interim receipts and for fluctuating 
rates of interest, both gross and net. Each line 
of the table may be set apart as a calculation 
to show the effect of interim fluctuations. 
Third, the arrangement of the amortiza- 
tion table calls attention to the fact that the 
capital significance of the investment is not 
constant over its entire term. Not only does 
this indicate the amount of capital recovery 


as it occurs, but it serves to hint at the exist- 


(1) | 5, | @) (4) | on 6) | (7) | (8) 
| arrying | eer Raine Amoun : i a 
period | Amaunet | tmorest | ““aend of | tobene | interim, | 4.018), | | ‘stend of 
of Peilod | Rate, 1 | Period | the Pesiod | | | Period, (4) — (7) 
; | $12,150.00 | .0550 | $12,818.25 | $1,950 | 1/3 | $1,985.74 | $10,832.51 
9 10,832.51 | .0525 | 11,401.22 | 1,500 | 11/12 1,570.70 9,830.52 
3. 9,830.52 0575 | 10,395.77 | 1,750 | 1/6 1,776.77 8,629.00 
4 8,629.00 | .0600 | 9,146.74 | 1,800 | 5/18 1,830.01 7,316.73 
2. 7,316.73 | .0625 | 7,774.03 | 2,100 | 5/6 2,209.37 5, 564.66 
h.. 5,564.66 | .0650 | 5,926.36 2,000 | 1/2 2,065.00 3,861.36 
7 3,861.36 | .0625 | 4,102.70 | 1,620 | 4/9 1,664.97 2,427.73 
eer 2,437.73 | .0600 | 2,583.99 | 1,200 | 2/3 1,248.00 1,335.99 
Q.......00-) 1,335.99 | .0575 | 1,412.81 900 | 11/18 931.63 481.18 
I cs viba'us 481.18 | .0550 | 507.64 | 500 | 3/4 | 520.64 (13.00) 
Value of Amortization Table ence of possible disposition values. If these 


do in fact exist, there may be reason to re- 
study the available opportunities. This kind 
of systematic review and re-evaluation is an 
essential part of any capital expenditure or 
investment program. 

Fourth, the mere presence of a “carrying 
value” suggests the marginal nature of each 
successive year’s participation in the total 
investment proposition. When future receipts 
or savings discount to an amount that is less 
than currently available recovery value, 
there is doubt as to the continuance of that 
proposition. A building or an equipment item 
is economically obsolete when the costs of 
keeping it in service are greater than the 
corresponding costs of providing and operat- 
ing an acceptable substitute.” 

Finally, it should be noted that the arith- 
metic of the amortization table is direct and 
uncomplicated. The interest rates are 
“simple” interest, for each computation con- 
cerns only one interest conversion period. 

See note 10, p. 57. MAPI computations recognize 
this situation in applying that variant of the investment 
formula, but it is easy to lose sight of this aspect of obso- 
lescence if rechecks are not made. And it should be 
stressed that the carrying value is only an indicator; the 
carrying value (like any other prorated figure), is irrele- 
vant for decision-making purposes if it is not supported 
by recoverable or disposition values. Actually, the carry- 
ing value is the capital sum on which the remaining 


(originally assumed) receipts will still earn the indicated 
gross rates of return used in the amortization. 
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It is not necessary, therefore, to have avail- 
able any extended tables of compound inter- 
est factors. Neither does the use of odd or 
fractional rates cause undue trouble. It may 
be difficult to locate a compound interest 
table for 9% or 1375 percent; these computa- 
tions offer no problem in an amortization ar- 
rangement. Also the use of interest calcula- 
tions made in this way removes some of the 
sources of mystery and confusion on the part 
of the uninitiated. 

It has been the purpose of this paper to 
lay a few of the ghosts that haunt the invest- 
ment analysis and capital budgeting areas. 
We have attempted to show that there is a 
basic investment formula which has been ap- 
plied in various ways. The various “methods,” 


however, are not so different that they should 


be regarded as possessed of exclusive Virtues 
or faults in themselves. Quantitative data 
should be marshaled in whatever way serves 
the purpose at hand, so long as inherent 
biases and weaknesses are recognized, Ip 
this connection, every investment analysis 
necessarily lacks something in the quest for 
ultimate and final validity. Some of the 
weaknesses of investment analysis may be 
dealt with, but others may have to be left to 
intuition and judgment. 

Actually, the user of any variant of the 
general investment formula must be his own 
counsel as to the use of computations, versus 
judgment, intuition or hunch. But a clearer 
understanding of what the numbers can and 
will do (and what they cannot do) is the best 
approach to useful applications of investment 
formulae. 





Order and simplification are the first steps toward the mastery of 
a subject—the actual enemy is the unknown. 


Thomas Mann 
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The Development of Personnel 
Administration in Western Europe 


FLT. MALM 


European management faces many serious problems in making 
the most of manpower. This article reports on what is being 
done and what can be done to meet them.’ 


During the decade since the institution of the 
Marshall Plan, Western Europe has achieved 
a remarkable economic recovery.’ This re- 
covery is clear in the changing patterns of 
production and consumption, in the capture 
of markets overseas, and in the growing 
competition from Europe which is felt today 
by American manufacturers. By now, this is 
more than “post-war recovery.” Western 
Europe has more than regained the equiva- 
lent of its prewar economic position. Indeed, 
ithas been forging ahead more rapidly than 
the United States. 

Many complex causes lie behind this re- 

arkable expansion. Economic assistance, 
especially from the United States govern- 
ment under the Marshall Plan and later 
foreign aid programs, has certainly been 


important, as have been _ technological 

This article grows in part out of the author’s expe- 
riences as a consultant for the EPA (European Produc- 
tivity Agency) of the OEEC (Organisation for European 
Economic Cooperation) (Paris) on Project 380, ‘‘Person- 
nel Management.”’ The writer is grateful to the many per- 
sons who cooperated in the implementation of this proj- 
ect, and especially to Mrs. Vera M. Clarke of the United 
Kingdom, Project Manager on P. 380 and later Staff and 
Training Officer of the EPA. In addition, the author is 
glad to acknowledge the helpful suggestions of Eugene 
W. Burgess, Charles A. Myers, and Jack D. Rogers. 

*For a lively account, see Gilbert Burck and Sanford 
§. Parker, ‘““Europe’s New Age of Abundance,” Fortune, 
Vol. LVI, No. 6 (December, 1957), pp. 136—-141+-. For 
more detailed information, see annual reports of the Or- 
ganisation for European Economic Cooperation (Paris): 
7th Report of the OEKEC—Economic Expansion and Its 
Problems (February, 1956); 8th Report of the OEEC— 
Europe Today and in 1960 (April, 1957); 9th Report of 
the OEEC—A Decade of Cooperation: Achievements 
and Perspectives (April, 1958); 10th Annual Economic 
Review—Policies for Sound Economic Growth (March, 
1959). Cf. Business Week, June 13, 1959, p. 104. Where 
we use the terms ‘‘Europe” or “‘Western Europe,” unless 
specified otherwise we mean the member countries and 
participants in OEEC, West of the “Iron Curtain,” in- 
cluding for example Turkey, Greece, Italy, Sweden, and 
Switzerland, as well as the European “Big Three,” the 
United Kingdom, France, and Germany. 
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changes and the development of improved 
business practices and organizational struc- 
tures and methods. 

Personnel administration is one of the 
areas of management that is and has been 
critically important in economic expansion, 
for it has to do with the most effective utiliza- 
tion of the manpower available to business 
units and to governments. It is these human 
resources (both workers and management) 
which will determine in large part how effi- 
ciently the other resources (money, machines, 
and materials) are employed. As Harbison 
and Myers have stated: 


“In the march toward industrialism, capi- 
tal, technology, and natural resources are 
but passive agents. The active forces are 
human agents who create and control the 
organizations and institutions which mod- 
ern industrialism requires.” 

The purpose of this paper is to report on 
current problems of personnel administration 
in Western Europe, to indicate changes 
which are taking place in executive develop- 
ment and management education, and to 
make some recommendations for the future. 


Problems of Personnel 
Administration 


The development of personnel administra- 
tion, both as a specialized function and as an 
approach to manpower problems to be used 
by all members of management, roughly 


3 Frederick Harbison and Charles A. Myers, Manage- 
ment in the Industrial World: An International Analysis 
(New York: McGraw-Hill, 1959), p. 3. 
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parallels the degree of industrialization of 
individual countries. In advanced industrial 
areas such as the United Kingdom, Sweden, 
France, and Germany, the role of the person- 
nel specialist and the use of modern person- 
nel practices are recognized, at least in lead- 
ing enterprises. 

In the underdeveloped areas of South- 
eastern Europe, Greece and Turkey, and in 
such predominantly agricultural countries as 
Austria, the personnel function is less devel- 
oped. Of course, we must recognize that the 
sharp economic and cultural differences 
which may exist even within a single country 
make generalization dangerous, but it is nev- 
ertheless true of large sections of European 
management that many serious problems 
persist for the development of personnel 
administration. 

These problems include those related to 
defining policies and objectives, to organizing 
and manning personnel programs, and to 
using modern personnel methods and tech- 
niques. What Harbison and Burgess have 
stated concerning France, Italy, and Bel- 
gium, is true more broadly in Europe: 


“The typical business enterprise . . . is, 
from an organizational standpoint, poorly 
equipped to direct and manage its human 
resources effectively.”* 


Definition of objectives and _ policies. 
Economists sometimes assume that the pri- 
mary—even the only—objective of a busi- 
ness enterprise is to maximize profits. More 
sophisticated treatments take into account 
other motivational pressures, and the opera- 
tions research analyst may work out for a 
particular enterprise an orderly weighting of 
objectives and their probabilities of achieve- 
ment. Harbison and Burgess have com- 
mented that the European has values and 
goals different from those of the American 
businessman. They point out that the Euro- 


* Frederick H. Harbison and Eugene W. Burgess, 
“Modern Management in Western Europe,” The Ameri- 
can Journal of Sociology, Vol. LX, No. 1 (July, 1954), 
p. 21. 


pean “is more concerned with holding on to 
the organization he has, with retaining hig 
share of the existing market, and with jp. 
suring financial and institutional security,” 

There are exceptions, but it is generally 
true that there are substantial differences jp 
the objectives of the European entrepreneur 
as compared to the American. Exhibit I sug- 
gests the effect these differences have op 
personnel administration." 

There are contrasts, to be sure, within 
each group. The French firm, Telemecanigue 
Electrique, is famous for its dynamic and 
progressive approach to management and 
motivation; and there are many traditional. 
ists among American managers. Yet, despite 
this Harbison-Burgess 
generalization holds: there are substantial 


qualification, the 


differences in the orientation and objectives 
of the European entrepreneur as compared 
to the American. 

These differences are related to cultural 
backgrounds and a familial rather than a 
professional approach to management, but 
are also clearly related to economic crises and 
dramatic changes in wartime and during the 
postwar period. In Greece, for example, 
shaken by the German invasion of World 
War II, battles with the Communists after 
the war, and a runaway inflation which 
ended with a drastic devaluation of the cur- 
rency, it should not be surprising that a typi- 
cal entrepreneur faces problems of capital 
shortages with the attitude that what is really 
important is making the best of the current 
situation with what resources he has, rather 
than trying aggressively to expand. 

However, it is part of a professionalized 
modern management to attempt to state ob- 
jectives for an organizational unit and to 
undertake to work out policies guiding the 
actions of executives and of the work force in 
attempting to reach those goals in personnel 
administration as well as in other areas of 


management. 


» See note 4, p. 18. 
® Adapted in part from Harbison and Burgess, seé 
note 4. 
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the organization as a whole would be 


Z on to Exhibit I 
ing his ) Patterns of Objectives 
rith in- oo —— = = 
rity,”® | Typical European Management Modern American Management 
nerally a. he ll ae . : 
i Marketing: Maintaining share of existing market | Expanding market 
nces in Productivity: | Limiting output, and attempting to | Increasing output and improving meth- 
reneur | reduce unit costs through savings in ods, aimed at expanding sales and 
t I sug. | materials, waste, etc. lowering costs we 
ave on Organization: | Controlling existing organization, cen- | Building an organization, delegation of 
tralization of authority, and famil- authority, and management develop- 
| ial or paternalistic approach to ment 
Within management 
anigue Leadership: | Autocratic, authoritarian Consultative, participative 
lic and — : 
nt and It is true that British sources emphasize ecutive would be relieved for concentration 
litional. the importance of clear statements of person- _—_ on major, long-range issues. (3) Influence of 
despite nel policy,” and such personnel policy state- governmental regulation. If wage structures 
Burgess ments do exist in European enterprises. Per- _ are largely determined by central collective 
stantial sonnel policies appear as parts of employee = agreements or job evaluation programs, or 
jectives orientation handbooks in Belgium, personal __ if the activities of trade unions are prohibited 
mpared calendars or datebooks in a Norwegian firm, or very much restricted, certain pressures 
etc. However, conferences with European toward the formulation of policy by indi- 
cultural managers often make it clear that an under- vidual managements may be missing. 
than a standing of the “policy” approach to manage- Further improvement of European per- 
mnt, but ment is missing, for several reasons: (1) Em- sonnel administration will require an under- 
ises and phasis on the key personal role of the top __ standing of the policy approach to manage- 
ring the manager or owner-manager, and correspond- _ ment, and the provision of the organizational 
xample, ing reluctance to delegate authority. This | arrangements and the key personnel required 
~~ World was sometimes explained by the lack of — to develop and administer such policies. 
sts after properly qualified subordinates to share in Organizing and Manning the Personnel 
| Which decision-making, but in some instances it was Program: While there are many outstanding 
the cur clearly related to acceptance of paternalistic | examples of high development and profes- 
tatypi- | attitudes by workers as well as managers. sional competence among personnel depart- 
capital | For example, the director of a large ments in the United Kingdom, Scandinavia, 
is really | Turkish enterprise recounted that some hours Germany, Belgium, and the Netherlands, 
current | of each day had to be set aside to hear per- _ basic problems of organization for the per- 
5, rather sonally the problems and the grievances of sonnel program remain unsolved in much of 
his employees; they were not satisfied to talk European industry. Again and again, such 
onalized only to supervisors or members of middle questions as these came up in European man- 
tate ob- | management. (2) Lack of an organizational | agement seminars in which I took part: 
and to | view of administration. If policies were fully ® Just what is meant by the “line and 
ling the | understood as means of developing problem- otall* Genel organization? 
force ; | solving and decision-making at lower levels, ® In such an organization, what do the 
ersonne | f 


areas of 


urgess, see 





strengthened, and the time of the chief ex- 

™L. Urwick, Personnel Management in Relation to 
Factory Organization (revised edition, London: Institute 
of Personnel Management, 1948); C. H. Northcott, Per- 
sonnel Management: Its Scope and Practice (revised edi- 
tion, London: Pitman & Sons, 1959). 


staff units contribute? 

*Is a separate personnel department 
really necessary? 

® What authority should be exercised by 
the personnel director? 
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Many European enterprises do not appear 
to think in terms of an integrated personnel 
and industrial relations program. In some 
countries, the social welfare approach to 
employee relations problems has received 
special attention. In others, the “personnel 
department” turns out to be a “lohnbiiro” or 
payroll office having no concern with basic 
personnel policies or other problems. In still 
another, the “personnel officer” saw his func- 
tion as that of a records manager maintaining 
a dossier on each employee and logging all 
correspondence. 

In the United States, modern considera- 
tion of personnel staff departments empha- 
sizes the variety of their functional roles: ad- 
visory, service, coordinative, and analytical 
(or “control”).” European personnel depart- 
ments are often limited to the “service” con- 
cept, and have too low status and recognition 
to permit effective participation in problem- 
solving and policy-formulation. In one man- 
agement seminar, a “personnel director” 
criticized the inclusion of personnel policies 
in the agenda because this topic was some- 
thing to be dealt with by top management 
rather than by personnel officers. 

There was also what we might call the 
“personal” problem of finding and develop- 
ing qualified executives to function as per- 
sonnel managers. Many top officials men- 
tioned their difficulties in recruiting good 
personnel managers or in attempting to 
broaden and upgrade persons already as- 
signed to such positions without sufficient 
education, training, or experience. This prob- 
lem, if it is to be solved, must be attacked at 
several points: in the universities, business 
schools, and technical institutes; in man- 
agement seminars sponsored by personnel 
groups and national productivity centers; 
and by management development within the 
enterprise itself. 

Developing a widespread understanding 
of the role, structure, and functions of the 
personnel department will be a continuing 
problem of management education and ex- 


ecutive development. As European expan. 
sion continues, new persons will be moving 
into positions of management responsibility, 
and new personnel departments and other 
staff agencies will be created. Both line off. 
cials and staff officers will need to work hard 
and creatively to build productive and eff. 
cient line-staff relationships. 

Personnel Methods and Techniques; |, 
Employment Practices ——The problems of 
employment practices differ, of course, from 
one European country to another. There may 
be labor shortages and “overemployment” in 
one country, and at the same time in another 
country not far away there are labor sur- 
pluses and unemployment. The use of 
modern personnel selection methods is com- 
plicated in many localities by family or politi- 
cal influences, so that in one community an 
employer may be obligated by custom to pro- 
vide jobs for his relatives, and in another (for 
example, Italy) employers may be required 
by law to take the workers referred to them 
by the government employment office or 
labor exchange. 

Even so, manpower utilization could be 
much improved if better selection and place- 
ment techniques were applied. Where labor 
shortages exist, these tools would help to in- 
sure that workers are assigned to the jobs 
they can do best; where labor is surplus, im- 
proved selection methods should assist in 
choosing the best applicants from the labor 
market; and where problems of family or 
political influence persist, better selection 
practices should help to establish that appli- 
cants meet the minimum standards necessary 
for performance on the job. But it appears 
from discussions with employers in several 
metropolitan and other locations in Europe 
that only the most casual means of selection 
and placement are commonly used. 


S Paul E. Holden, et al., Top-Management Organiza- 
tion and Control (revised edition, New York: McGraw- 
Hill, 1948), pp. 38-49; Robert Saltonstall, ‘““Who’s Who 
in Personnel Administration,” Harvard Business Review, 
Vol. 33, No. 4 (July-August, 1955), pp. 75-83; Charles 
A. Myers and John G. Turnbull, “Line and Staff in In- 
dustrial Relations,” Harvard Business Review, Vol. 34, 
No. 4 (July-August, 1956), pp. 113-1 24." 
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It is of course true that there has been a 
great deal of creative research and practical 
application in job design and other aspects 
of personnel selection, especially in the 
United Kingdom, but in other countries of 
Northern Europe as well." In Austria, Ger- 
many, and Norway, to mention only a few 
examples, there is continuing activity in per- 
sonnel testing and other research. 
that 
evaluation of some of these techniques has 
not been adequate. For example, hand- 
writing analysis is used for selection in 
France and Austria, while here in the United 
States this is considered one of the “observa- 


Certain signs, however, indicate 


tional” methods which are generally unreli- 
able if not actually misleading." One French 
personnel director explained why this tech- 
nique is so frequently used: 
“It’s cheap, it’s fast, and negative results 
give the employer a ‘reason’ for turning 
down applicants he doesn’t want to hire. 
Those he does want, he hires anyway.” 


This statement may oversimplify the issue 
involved, but the impression remains that 
relatively little validation has been conducted 
according to the standards of modern indus- 
trial psychology. 

2. Industrial Education and Training: De- 
spite the high standards, the long experience, 
and the very excellent programs in several 
countries, educational facilities are in many 
instances insufficient. One writer has stated: 

“The shortage of school accommodation 

in many countries keeps thousands away 

from learning in the decisive years... 

[and]... 


youngsters are lured away from learning 


a large number of really gifted 


by the high wages paid in industry to 


skilled and even to unskilled juniors. 

‘See for example the report by Julian W. Baer and 
Harry E. Roff, Job Analysis—A Tool of Productivity, 
Project No. 231 (Paris: EPA-OEEC, 1956); and the 
broadsheet on Selection and Placement of the Institute 
of Personnel Management, London. Concerning Euro- 
pean activity in job design, see the special issue of the 
EPA Bulletin, now titled European Productivity, No. 32, 
“Ergonomics” (July, 1959), and the British journal, 
Ergonomics. 

Dale Yoder, Personnel Management and Industrial 
Relations: Prentice-Hall, 1956), pp. 220-221. 


“Thus, it is perhaps not surprising that ob- 
servers in some countries have come to the 
conclusion that at least 50 percent of the 
gifted and talented youth do not reach 
their final examinations. 


“The result is that all over the Western 

world there are grave complaints of the 

shortage of skilled and well-trained junior 

manpower." 
Grabe and Silberer report, “Workers in 
Greece, Italy, and Turkey have generally re- 
ceived only five to seven years primary in- 
struction; some of them have never been to 
school.”” 

Even in more advanced countries, many 
inadequacies in technical training persist: 


“While some European countries such 
as Germany and Sweden have a high level 
of technical training, there is a need for 
improved training at all levels and in most 
branches of the economy in many Member 
countries—a point constantly stressed by 
productivity teams. Operatives often re- 
ceive no formal training for their jobs, but 
pick up their skills piecemeal, and elabo- 
rate skills are only acquired after long ap- 
prenticeships. Technical school training 
is often available on a very limited scale; 
in France, for instance, only about one- 
ninth of secondary school pupils receive 
a technical training. Good results after 
school age can be achieved by a large- 
scale increase of training programmes in 
individual factories and concerns, and 
these have already been very successful in 
the United Kingdom. 


9713 

Reinhold Schairer, “Western Europe’s Buried Tal- 
ents,”” European Productivity, No. 29 (June, 1958), pp. 
19-20. 

‘2 Sven Grabe and Paul Silberer, Selection and Train- 
ing of Foremen in Europe, EPA Project, No. 234 (Paris: 
EPA-OEEC, undated, 1957?) pp. 13-14. On Greece, 
see “Training Within Industry” supplement to EPA 
Trade Union Information Bulletin, No. 12 (1957), p. 7. 
On Turkey, see U. S. Department of Commerce, Invest- 
ment in Turkey (Washington: U. S. Government Print- 
ing Office, 1956), p. 16. 

18 Sixth Report of the OEEC—From Recovery To- 
wards Economic Strength (Paris: OEEC, March, 1955), 
Vol. I, pp. 181-182. For a report on training practices in 
seven countries, see National Institute of Industrial Psy- 
chology, The Training of Workers within the Factory, 
EPA Project No. 179 (Paris: EPA-OEEC, 1957). 
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These comments obviously pose a three- 
fold problem: the need to develop school sys- 
tems; the need to expand and improve train- 
ing programs for employees in industry and 
business; and the need to multiply and to 
upgrade supervisory training programs. 

It is clear, however, that progress is being 
made in all respects. In close collaboration 
with the International Labor Organization, 
the Manpower Committee of the OEEC and 
the EPA have conducted studies and sup- 
ported programs aimed at improving voca- 
tional training in European countries. And 
today the intensified need for both general 
education and vocational training to meet the 
changing requirements of industry in an era 
of rapid technological change is generally 
recognized.” 

Training within industry itself is often con- 
sidered to be the best means of developing 
qualified personnel during a period of expan- 
sion. In any case, it is a logical follow-up to 
formal schooling. Industrial training pro- 
grams in several countries use both “vesti- 
bule” and “on-the-job” methods, frequently 
with supervisor-instructors who have been 
prepared for teaching through the “Training 
Within Industry” (TWI) approach discussed 
below. For example, the Industrial Welfare 
Society of Great Britain has prepared a film 
on the orientation of the new factory em- 
ployee; discussions of this film in Denmark, 
Austria, and Greece established that the 
problems of adjustment of the new worker 
are much the same from one country to 
another. And so too with other problems of 
industrial training: the basic methods are 
well throughout industrialized 
Europe.” What is required is top manage- 
ment interest and support to make such pro- 
grams effective. 


known 


3. Supervisory Training: European super- 


visory training obviously is different from 


14 Ninth Report of the OEEC—A Decade of Coopera- 
tion (Paris: OEEC, 1958), pp. 147-8; At Work for 
Europe (3rd ed., Paris: OEEC, 1956), pp. 57-8. 

15 For example, see the “broadsheet,” Training for 
Industrial Employment (London: Institute of Personnel 


American, for here we usually consider the 
first-line supervisor or foreman as the first 
level of management, with opportunities to 
move still higher. But the European fore. 
man—though he may not work with his 
hands, and though he does carry supervisory 
responsibilities—is usually regarded as the 
highest level of the work force, with very 
few if any opportunities for promotion to 
management.” 

Supervisory training in Europe is nothing 
new; Grabe and Silberer quote one em- 
ployer as saying, “The firm wal} started in 
1878. We have been training cur foremen 
ever since. We do it to make them better 
fitted for their job.”” However, the key role 
of foremen in industrial expansion was recog- 
nized early, and one of the first programs of 
the EPA (formed in 1953) was planned as 
" Quite independently, 
the three major TWI programs of World War 
II (Job Instruction, Job Relations, and Job 
Methods), were introduced into Great Britain 
by the Ministry of Labour in 1944. The TWI 
programs spread rapidly throughout the 
United Kingdom, and later to Scandinavia, 
Belgium, the Netherlands, and Italy (for 
these 
trained by the United Kingdom) and also to 
France, Switzerland, and others (with the 
aid of the ILO). 

Special institutes and consulting firms 
undertook to spread TWI, and many indus- 


foremanship training. 


countries, conference leaders were 


trial establishments received these programs 
with enthusiasm. 

Now, however, interviews with European 
employers reveal some disenchantment with 
the TWI programs, in part because the in- 
itial enthusiasm was too high. The reasons 
for the disappointment are much the same as 
in the United States, after the original im- 
petus of the wartime program was spent: 
inadequate preparation, weak follow-up, 
Management, 1951, 72 pp.), which contains an extensive 
bibliography of British and American materials. 

4 See note 4, p. 17; also see note 12. 

17 See note 12, p. 40. 


18 The European Productivity Agency—Activities and 
Achievements (Paris: EPA-OEEC, 1958), p. 39. 
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lack of interest on the part of higher manage- 
ment, and resistance to programs imposed 
from outside the firm.” 

Today, European supervisory training is 
being developed on a much broader and 
sounder base. The concept of foremanship is 
being reexamined.” Increasingly—especially 
in the United Kingdom and Scandinavia—- 
the foreman is regarded as a true representa- 
tive of management and his status improved. 


_ The training programs have been broadened 


far beyond the “package” courses of TWI. It 
iy generally recognized that training must be 
“tailor-made” to fit the needs of the particular 
situation.” Foremanship training includes not 
only the three TWI “J” Programs, but also 
material on technical, organizational, and 
administrative aspects of management, in- 
cluding cost control, quality control, produc- 
tion planning, ete. 

Sometimes the training may be conducted 
by the enterprise itself, especially if large 
.g., Lucas of Birmingham). In other in- 
stances, a state enterprise may call on a 
national productivity center for assistance 
g., the Turkish State Railways), or smaller 
establishments may get help from consultants 
either directly, or through an employers’ 
association or the local productivity center 
or technical assistance mission. 
sulting 


Some con- 
example, the 
Berenschot firm and the Nederlands Instituut 
voor Personeelsleiding in Holland, the Insti- 
tuto per l’Addestramento nell’ Industria (IAI) 
in Italy, and the Industriens Arbeidsleder- 
institutt (also TAI) in Norway—began mainly 
or solely with TWI programs, but now have 


organizations—for 


broadened their activities considerably to in- 


clude, 


” See note 12, pp. 68-69; Frances Kirkpatrick, 
TWI Has Learned About Developing 
grams,” Personnel, Vol. 22, No. 2 
114 ff. 

* As an example, see Institute of Industrial Super- 
Visors and Industrial Administration Group (of the Stu- 
dents’ Union of the Birmingham Central Technical Col- 
lege), A Code of Management Practice Relating to the 
a report 
which was developed by a work study group. See also 
the bibliography of recent literature and research in 
Grabe and Silberer (see note 12), PP. 149-152 

1 See note 12, pp. 89-92. 


e.g., psychology, economics, labor 
“What 
Training Pro- 
(Sept., 1945), pp. 


law, and other topics. Many problems re- 
main, of course, in analyzing training needs 
in a particular situation, designing programs 
appropriate to the situation, and then evalu- 
ating the results. Unfortunately, there remain 
some trainers in Europe (as in the United 
States) whose horizon is limited to asking, 
“Isn't there another TWI package that we 
could use to fit this need?” The Director of 
the EPA, in his preface to the Grabe-Silberer 
report, warns: 


“... the reader might be left with the im- 
pression that the European situation with 
regard to the status, selection and train- 
ing of foreman, is good. In fact, much 
hard work and persistence is needed on 
the part of all parties concerned if a satis- 
factory situation in Europe is to be 


2 


reached.”” 
4.Wage Administration: European per- 
sonnel officers sometimes have indicated that 
discussions of wage policies and practices 
“out of bounds” for them—possibly 
because these matters were largely deter- 
mined by centralized negotiation of an in- 


were 


dustry-wide labor agreement (as is typical in 
Scandinavia) or because the wage level and 
structure are subject to government regula- 
tion (for example, the Netherlands).* Such an 
attitude indicates the low status of many 
European personnel managers, or the lack 
of an integrated personnel and industrial re- 
lations program. 

In Europe as in the United States, there 
are both economic and political influences 
on wage levels and wage structures. The 
shorter distances and the greater degree of 
economic integration within any single Euro- 
pean country, as compared to the U. S., act 
to encourage greater uniformity in wage- 
setting. This is carried to the extreme in the 
Netherlands, where a Board of State Media- 
tors must approve all collective agreements, 


“2 See note 12, p. vii. 

23 Ad. Vermeulen, “Job-Evaluation in the Nether- 
lands,”” EPA-OEEC, Trade Union Research and Informa- 
tion Service, Union Studies, No. 5 (n.d.), p. 3. 











76 / CALIFORNIA MANAGEMENT REVIEW 


fix wages and other conditions of employ- 
ment where no approved agreements exist, 
and may declare approved agreements bind- 
ing even on employers and workers not 
directly involved in those agreements. Wage 
directives are published by the Social Eco- 
nomic Council, setting basic wage rates and 
differentials according to job evaluation.” 
The details of job evaluation programs are 
worked out by consultants, subject to agree- 
ment among the parties involved; if no agree- 
ment is reached, the government makes the 
final decision. Originally, many different job 
evaluation plans were used by various firms, 
but a standardized method was developed in 
1950 which is now generally used. 


“Job evaluation in the Netherlands has 
had a far-reaching influence, not only 
from the point of view of social justice, 
but also economically. Its introduction 
gave rise to an over-all investigation into 
the efficiency of the factories, where many 
shortcomings were revealed, and resulted 
in reorganization and a higher degree of 
productivity. Job evaluation has proved 
to be beneficial to the employer, the 
worker, and the consumer.” 


Job Evaluation 

There have been proposals elsewhere— 
for example in England”—that a national 
system of job evaluation be established, but 
most specialists consider such proposals to 
be unworkable in countries of great size and 
industrial diversity.” According to reports 
from trade union bodies in several countries, 
job evaluation is not widely used, although 
industry-wide collective agreements may 
very well accomplish the same ends in Scan- 
dinavia and possibly also in Italy.” 


*4 See note 23, p. 7. 

5 See note 23, p. 23. Additional details on the factors 
used, weights, etc., are covered in this same pamphlet, 
pp. 14-19, 24-28. 

%*J. J. Gracie, “Job Evaluation,” BIM Conference 
Series, 5 (1949), pp. 5-7. 

27 See note 26, pp. 8-33. 

8 “Tob Evaluation,” Supplement to EPA Trade Union 
Information Bulletin, No. 13 (1957), pp. 2-14. 


k 


Time wages apparently remain the most 
common means of payment throughout 
Europe, but increasing interest has been 
shown in a variety of bonus and incentive 
plans, including some related to scrap or 
spoilage, and total group productivity.” Sur. 
vey data to show the incidence of these or 
other wage programs throughout Europe do 
not seem to be available, and the interpreta- 
tion of such “statistics” would be question- 
able in any use. For example, a Norwegian 
research analyst reported in an_ interview 
that construction workers were paid “by the 
piece,” but that this was not an “incentive” 
system; both unions and employers accepted 
the practice as a means of controlling output. 

In planning compensation policies, de- 
tailed examination and understanding of in- 
dividual circumstances are needed. The diffi- 
culties of adaptation were illustrated in one 
underdeveloped area where young industrial 
engineers, educated abroad, were designing 
wage systems for state enterprises. They used 
“the best American plans” for new plants 
which had been built near peasant villages, 
but many grievances on wage inequities 
arose. After examination, the real problem 
emerged: they had omitted any explicit 
weighting for age or seniority, key factors in 
the value system of these particular peasant 
villages. 

In short, the “very best” American or Eng- 
lish plan may work no better in the peasant 
village than did the March Hare’s best butter 
as a means of oiling the Hatter’s watch. The 
methods of professionalized management 
today are international in scope, but they can 
be successful in any particular situation only 
if they are adaptively applied. Mere “cook- 
book” copying is not enough. 

_ C. Pierre, “Wage Systems in Industry,” EPA- 
OEEC, Trade Union Research and Information Service, 
Union Studies, No. 9 (undated); Guy Crispin, “Two Case 
Studies.” Union Studies, No. 3; Jean Longdoz, “A 
Belgian Apparatus Factory,”’ Union Studies, No. 8. Some 
statistics on the relative incidence of piece rates m 
selected European countries are given in “les Salaires 
aux Pieces,” Supplement au Bulletin d’Informations 


Syndicales, No. 14 (1957) (French edition of EPA Trade 
Union Information Bulletin). 
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Professional Development of 
Personnel Administration 


As suggested earlier, personnel administra- 
tion in Europe does not have the professional 
status it enjoys in the United States, except 
for the United Kingdom.” In discussing this, 
we must consider the characteristics of a 
“profession, » including: 

¢ Formal and somewhat standardized 
education as a means of qualifying for 
entrance to the field. 


Related to this education, even funda- 
mental to it, is the “development of a 
distinctive body of knowledge—includ- 
ing theory, policy, practice, skills and 
attitudes.” 


Regular exchange of information and 
experience among specialists in the 
field, by several means, including: 
meetings and conferences of profes- 
sional associations; specialized periodi- 
cal literature; books, monographs, and 
other reports; and an attitude of free 
exchange of knowledge. 


Continued basic research as a means of 
extending the boundaries of human 
knowledge in the specialized area, and 
communication of the research results 
through the means mentioned above. 


United Kingdom: On these tests, English 
personnel management has reached the high- 
est stage of professional development, higher, 
indeed, in some respects than in the United 
States. Personnel management in Great 
Britain evolved from an essentially welfare 
origin during the First World War. The In- 


® The discussion below is based on discussions with 
personnel specialists from several countries in Western 
Europe (including visits to the headquarters of the 
Institute for Personnel Management and the Industrial 
Welfare Society in London, the Swedish Council for 
Personnel Administration in Stockholm, and others), and 
on published materials and reports. 

See EPA Project 178, “Analysis of Human Relations 
Policies and Practices,” series on Training Facilities in 
the Field of Human Relations: reports on France, Ger- 
many, and Italy by Mrs. V. M. Clarke; report on the 
United Kingdom by S. D. M. King. This series, published 
by EPA-OEEC (Paris) in 1956, covers both academic 
research in fields related to human relations (interpreted 
broadly to include business administration, social and 





stitute of Personnel Management (originally 
the Institute of Labour Management) was 
founded in 1913, and incorporated in 1924 
as the voluntary association of personnel 
specialists in management and government. 
In 1950, the IPM reached a cooperative 
agreement with the British Institute of Man- 
agement on the division of their specialized 
efforts and the sharing of library and office 
facilities, and today both have headquarters 
in Management House, London. 

The IPM’s quarterly journal, Personnel 
Management, publishes articles by research 
specialists as well as by practitioners in busi- 
ness and industry. The IPM also issues a 
series of “broadsheets” (informative pamph- 
lets) on personnel practices (e.g., Induction, 
Selection and Placement, Wages, Staff Man- 
agement, etc.); holds regional, national and 
international (“overseas”) conferences; and 
does a great deal to encourage research and 
the exchange of information among _ its 
members and others. 

The IPM sponsors a planned program of 
education and certification for professional 
personnel management in cooperation with 
several universities. The program differs 
somewhat for part-time students working in 
industry and for university graduates but all 
who wish to qualify for full membership in 
the IPM must pass a set of “Finals,” including 
the following topics: personnel management, 
industrial relations, social and industrial psy- 
chology, social administration, social eco- 
nomics, industrial law, management prin- 
ciples, and management practice. In addi- 
tion, some practical experience in personnel 


industrial psychology, public administration, etc.) and 
training and other activities of employers’ associations, 
management institutes, etc. These reports are extremely 
valuable to anyone seeking to become familiar with insti- 
tutions and activities in personnel administration, 
management education, and executive development in 
the countries named. 

Cf. Institute of Personnel Management, London, 
Training for Personnel Management (1950); Aims, 
Activities, Services and Membership (n.d.); The Growth 
of Personnel Management in Great Britain During the 
War, by G. R. Moxon, Suppl. Pamphlet No. 2 (1945). 

81 Dale Yoder, “The Outlook in Industrial Relations,” 
Special Release, 1, University of Minnesota, Industrial 
Relations Center (Minneapolis, July 1959), p. 11. 
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work is required.” W. H. Scott of the Uni- 
versity of Liverpool has commented that pro- 
fessional development is relatively advanced 
among British personnel managers, and has 
reported: 

“It appears that a majority of the initial 
entrants to this branch of management 
now possess the diploma recognized by 
the Institute, and that the proportion is 
increasing. The proportion of practitioners 
who are members is also probably higher 
than in other management organiza- 


tions.” 


Scandinavia and the Continent: In other 
countries of Europe, personnel management 
is much less developed as a _ professional 
specialty. So far as professional associations 
are concerned, the Swedish Council for Per- 
sonnel Administration in Stockholm;™ person- 
nel study groups in Norway and Denmark, 
Austria, Belgium, and the Netherlands; and 
various agencies in Germany (FORFA, 
REFA) and France (CEGOS, CNOF) spon- 
sor conferences and discussion groups, main- 
tain libraries, and provide training and edu- 
cational services related to the development 
of personnel administration—and often other 
aspects of management and industrial engi- 
neering as well. However, these groups do 
not have the formally planned systems of 
education, the examinations, or the close 
liaison with universities which are charac- 
teristic of the British situation. 

Relatively little material on “personnel 
management” is included in the curricula of 
universities in Europe, or even in technical 
institutes or graduate schools of business and 
economics. Times are changing, of course, 
and we can find a course in industrial psy- 
chology in Trondheim, cases on human rela- 
tions in Bergen and Turin, and some lectures 

* Training for Personnel Management (see note 30), 
pp. 5-7; B. Nancy Seear, “Personnel Management,” 
EPA, Turin Conference on Business Management Educa- 
tion, Project No. 378, Turin, Sept. 6-9, 1956 (Paris: 
EPA-OEEC, 1956). 

83W. H. Scott, “Management in Great Britain,” 
Chapter 16 in Harbison and Myers (see note 3), p. 308. 


31 Founded in 1952 on the initiative of the Swedish 
Employers’ Confederation (SAF). 


on personnel problems in Berlin and Munich; 
but professional training in personnel and 
industrial relations is relatively restricted in 
most European institutions of higher learn. 
ing.” 

As to periodicals and other publications, a 
large number of studies have been forth. 
coming from the Swedish and Norwegian 
Schools of Business and Economics, special 
research institutes in Belgium and _ the 
Netherlands, and elsewhere. However, rela- 
tively few professional or even semi-profes- 
sional journals giving special attention to 
personnel problems are available.” Also, 
relatively few specialized books on personnel 
administration have appeared in languages 
other than English.” 

In Greece and Turkey, personnel manage- 
ment is less developed than in Northem 
Europe, but the beginnings of professional 
developments are apparent. Personnel study 
groups have been formed in Athens and 
Istanbul, and discussions of personnel prob- 
lems have been organized by the national 
productivity centers and cooperating groups 
of employers. Conference training programs 
including personnel management have been 
sponsored, for example, by the Institute of 
Business Administration of the University of 
Istanbul, where there is a continuing pro- 
gram of case collection under way to gather 
materials in this and other areas of manage- 
ment (assisted by the Harvard Business 
School and the Ford Foundation). 

Much remains to be done to encourage the 
professional development of personnel man- 


© The Swedish Council for Personnel Administration 
has financed the only chair in Sweden in personnel ad- 
ministration, at the Stockholm School of Economics. 

®’ The variety of research which is being conducted, 
and the number of journals, specialized series, etc., in 
which research reports appear is indicated by the new 
EPA series, Register of Research in the Human Sciences 
Applied to Problems of Work and Directory of Relevant 
Researck Institutions, “Belgium,” “France,” “Denmark- 
Norway-Sweden,” “United Kingdom,” and ‘‘Germany” 
(Paris: EPA-OEEC, undated). 

7Cf. EPA, Exhibition of Books and Publications 
Catalog, Human Relations in Industry, Rome Conference, 
January 29-February 4, 1956, EPA Project No. 312 
(Paris: EPA--OEEC, 1956): Comite National de ]’Organi- 
sation Francaise (CNOF), Bibliographie Internationale de 
Livres d’Organisation Scientifique, XI¢ Congres Inter- 
national de l’Organisation Scientifique (CIOS), Paris, 
24-28 Juin, 1957 (processed, 56 pp.). 
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agement on the continent, and the EPA and 
the IPM, jointly with the academic group, 
International University Contact for Man- 
agement Education, could work together 
along the following lines: 


¢ Holding a truly international confer- 
ence on personnel administration.” 


4 Developing an international association 
for personne] associates for closer ex- 
change of knowledge and experience. 


® Continuing to encourage the exchange 
of visits by consultants and other experts 
among the countries of the Continent as 
well as from the United States and the 
United Kingdom. These visitors should 
be regarded as catalysts, aiding in the 
diagnosis of problem situations, rather 
than as trainers with package programs. 
® Additional research in the basic social 
sciences, and applied research on the 
operational problems of personnel de- 
partments. Here, better liaison needs to 
be developed between university and 
other research specialists, and men in 
the business and industrial community 
who can use the results of their research. 


Executive Development and 
Management Education 


The most serious and basic of the prob- 
lems affecting European personnel adminis- 
tration are those in executive development 
and management education,” because the 
reciprocal relationship between the general 
administrative skills of management and the 
specific functional area of personnel adminis- 
tration is crucial. The line executive must 


*The Rome Conference on Human Relations of 
January-February, 1956, included discussions of per- 
sonnel problems as well as other topics—EPA, Project 
No. 312, Human Relations in Industry, Rome Confer- 
ence, Committee II, “‘Personnel Policy and Practice,” 
pp. 109-179. The annual Overseas Conference of the 
IPM, held in the United Kingdom, serves especially 
England and the Commonwealth Countries, although 
there are also delegates from the Continent. 


®This section is based on many sources, including 
reports prepared for the management section of the Inter- 
University Study, documents issued by the EPA and the 


OEEC, other published materials, and personal visits 
and discussions. 


always be involved in establishing personnel 
policies and in solving major personnel prob- 
lems, and, conversely, the personnel staff 
specialist aids in developing policies, pro- 
grams, procedures, and attitudes which will 
make for the best use of manpower. 

Consequently, the attitudes and practices 
of management at the highest levels may 
affect productivity more than any personnel 
programs of selection, training, or “human 
relations” which are aimed only at lower 
levels. Harbison and Myers have stated that 
“,. managerial resources’... are the strate- 
gic human resources which are required for 
the successful development of labor and 
natural resources.” To use effectively the 
human and other resources in the complex 
industrial societies of today, management 
must have skills and knowledge broader than 
technological understanding alone. 

The problem in much of Europe is the 
lack of a professional approach to manage- 
ment. It is evident in such instances as these: 

The head of a family who is engaged in 
several, often unrelated, enterprises, and 
gives insufficient time to each—The gen- 

eral manager, president, or managing di- 

rector who insists that all (or nearly all) 

decisions be made by him, and that all 
important documents be marked with his 
signature—The busy manager who admits 
that he is “overloaded” but does nothing 
toward delegation or decentralization of 
authority. 
The causal factors are many, and can only 
be summarized briefly here: 
The tradition of family management— 
An orientation toward security and stabil- 
ity as business objectives—An educational 
and cultural tradition which holds “busi- 
ness” and “management” in comparatively 
low esteem—Scarcity of business adminis- 
tration programs at the university level— 
Relative lack of adult education activities 
to train lower and middle management. 


’ See note 3, p. 15. 


‘See note 3, Part I, and Chaps. 11-12 and 14-16. 
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Despite the complexity of the problems 
related to the lack of a professional approach 
to management, many progressive changes 
have been made—and are being made. The 
productivity teams from France, Great Bri- 
tain, and other countries who visited the 
United States after World War II apparently 
expected to find the explanation of high 
American productivity in machines and 
processes. But the reports of the teams 
showed that in many cases American indus- 
try was no more advanced than the Euro- 
pean, and in some instances was using 
methods invented or developed in Europe. 
The explanation for the sometimes three- 
fold advantage of American productivity was 
found elsewhere in methods of organization, 
administration, and management techniques 
“encouraged by a confident and dynamic 
social climate.” 

At the beginning, the economic recovery 
and productivity programs of the Organiza- 
tion for European Economic Cooperation 
and its subdivision, the European Produc- 
tivity Agency, emphasized technological 
problems and projects. But now they are 
aggressively encouraging management edu- 
cation and executive development within in- 
dustry, universities, independent institutes 
of business administration, and elsewhere. A 
number of short courses, conferences, and 
seminars have been sponsored for manage- 
ment in several European countries, in co- 
operation with national productivity centers, 
employers associations, and other groups. 
The programs cover such topics as cost ac- 
counting, budgetary control, _ statistical 
quality control, production planning and con- 
trol, office management, etc. These short 
programs have usually been designed to 


“2 R. Donn, “Scientific Management in the Service of 
a New World, Some Reflections on the Lessons of the 
llth CIOS Congress,” XIth International Congress of 
Scientific Management: Summary Report, Paris, June 
24-28, 1957 (Paris: CNOF, 1958), p. 45. See also 
Graham Hutton, We Too Can Prosper (London: George 
Allen and Unwin, 1953), reporting on the experiences 
of the 66 productivity teams which visited the U. S. 
under the auspices of the Anglo-American Council on 
Productivity. 

43 EPA-Activities and Achievements, pp. 24-25. 

44 See note 43, p. 28. 


encourage local follow-up, and this has been 
accomplished in many cases, 

Independently of the EPA, employers’ 
associations and other groups have estab- 
lished centers for executive development— 
for example, Yxtaholm in Sweden, Egelund 
in Denmark, Solstrand in Norway, and the 
Administrative Staff College at Henley 
(U.K.). Management education in universi- 
ties, institutes of technology, and special in- 
stitutes of business administration (sometimes 
attached to a university, as in Istanbul: some- 
times cooperating with a university, as in 
Geneva and Turin; sometimes entirely jn- 
dependent, as in the Nestlé-sponsored 
IMEDE at Lausanne) has been encouraged 
in many ways by the EPA, the U.S. Inter- 
national Cooperation Administration, the 
Ford Foundation, and others. 

EPA has sponsored regular meetings of 
representatives from these management 
training centers as a means of exchanging 
experiences, and the International Univer- 
sity Contact for Management Education now 
publishes a documentation bulletin, arranges 
exchange of case materials, ete. 

An appendix to the report of an educa- 
tors’ conference, organized for EPA in 1955 
and arranged in Geneva by the Centre 
d'Etudes Industrielles (which is supported by 
Aluminium, Ltd.) discusses such matters as 
objectives in business education, methods of 
instruction, and facilities,“ and summarizes 
the characteristics of 36 European institu- 
tions in 11 countries. Their activities include 
a wide variety of offerings: courses for regu- 
larly enrolled students, short conferences, 
seminars, and residential programs of execu- 
tive education for top and middle manage- 
ment. 

Moreover, aggressive programs of research 
and case collection are under way at these 
centers although sometimes obviously under 


severe handicaps of financing and staffing. 


‘ Education for Business Leadership: Report on the 
International Conference of Directors of Advanced Train- 
ing Centers, Geneva, June 24—26, 1955, by R. H. T. 
Dodson, Project No. 331 (Paris: EPA-OEEC, 1956), pp. 
61-143. 
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Possibly too many European educators have 
accepted “The case method” as the principal 
means of business education, but recently 
there has been evidence of a broadened un- 
derstanding of the variety of teaching 
methods.” (Concerning the use of cases, it is 
important to emphasize that these materials 
must be prepared to fit the local environ- 
ment, not just translated from American files; 
it is encouraging to report that in Bergen, 
Turin and Istanbul, as well as at other loca- 
tions, such collection programs are actively 
under way.) 

In addition, the EPA and ICA have 
assisted greatly in organizing and adminis- 
tering programs for developing teaching and 
research personnel for European schools and 
institutes of business administration, in which 
great shortages of staff exist. During 1956, 
under EPA Project 329, 50 research assist- 
ants, teaching assistants, etc., were sent to 
the United States for a year of study in busi- 
ness administration, economics, psychology, 
and related subjects,—10 each to Harvard, 
Indiana, Illinois, Pennsylvania, and the Uni- 
versity of California at Berkeley.” Several of 
these persons are now well established in 
career positions at European universities, but 
itis only fair to report that some faced serious 
handicaps when they returned home because 
of resistance toward the introduction of new 
courses or additional staff in the area of man- 
agement.” 

Summer conferences on the teaching of 
business administration (led by American 
professors) have been sponsored by the EPA 
for senior members of European teaching 
staffs, and short visits to the United States 
have been arranged for others. These visits 

” Professor Eli Shapiro emphasizes the need for this 
flexible approach to the problems of business education 
in his article, “‘SSome Observations on the Summer 
Seminar for Management Teachers,’ European Produc- 
tivity, No. 27 (Autumn, 1957), pp. 3-6 +. Cf. Alexander 
King, “Management Training in the United States,” 
European Productivity, No. 18 (March, 1956), pp. 11-16. 
“Teachers for European Courses in Business Admin- 
istration,” European Productivity, No. 18 (March, 1956), 
pp. 17-20. 

“On the problems of change in European universities, 
see Heintz Hartmann, Education for Business Leader- 


ship: The Role of the German “Hochschulen” (Paris: 
EPA-OEEC, 1955), p. 36 and passim. 





and conferences appear to have contributed 
a great deal toward the exchange of ideas 
and the understanding of new developments 
on both sides of the Atlantic. More recently, 
the EPA, with the assistance of the Ford 
Foundation, has moved in the direction of 
employing American professors and making 
them available to European centers of man- 
agement education for the duration of a 
whole semester or other complete training 
course.” The exchange of information on 
research developments, case materials, and 
teaching personnel is continuing actively 
both through the EPA and the IUC, and we 
hope that close cooperation will be main- 
tained by these two bodies, and among the 
several institutes, universities, and national 
productivity centers involved. 

If we look at European management edu- 
cation today, we can see that great strides 
have been made within approximately the 
last ten years (in addition to others men- 
tioned previously): 


® The establishment of the French Insti- 
tutes of Business Administration at- 
tached to the Universities of Paris, Aix- 
Marseilles, Bordeaux, Caen, Grenoble, 
Lille, Montpellier, Poitiers, Rennes, and 
Toulouse. 


® The centers of management education 
and research in Belgium at the Univer- 
sities of Louvain, Brussels, Liege, and 
Ghent. 


¢ IPSOA and ISIDA in Italy. 


® The Administrative Research Founda- 
tion (Solstrand) and the Institute for In- 
dustrial Psychology and Personnel Re- 
lations of the Norwegian School of 
Economics and Business Administra- 
tion, Bergen. 

Currently, with the onset of the European 
Common Market, there is a great deal of dis- 
cussion concerning the need for increased 
cooperation and integration, and two rela- 
tively recent developments may be reported. 


'* F PA—Activities and Achievements, pp. 30-31. 
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One is Eurogestion, a “working community” 
among five management training centers 
(Paris, Dusseldorf, Cologne, Turin, and Lou- 
vain), organized in 1958 to study in detail 
the problems of management, production, 
marketing, and finance arising under the 
Common Market, and to provide better 
mutual understanding and exchange of ex- 
periences at the management level among 
European countries.” The other is the Euro- 
pean Institute of Business Administration, 
which began operations in Paris in 1959 
under the joint sponsorship of the EPA and 
the International Chamber of Commerce, 
offering business courses dealing with prob- 
lems of European economic cooperation.” 

While such positive changes and improve- 
ments in the work of various management 
training centers can be reported, basic needs 
still remain to be met. Especially important 
is greater emphasis on administration and 
management in the education of European 
engineers and scientists. This is so because 
the engineer, especially, in France, Germany, 
and elsewhere is looked up to as the technical 
expert who knows “how to run things,” and 
it is assumed that technological expertise also 
conveys automatically the ability to direct 
and lead others in their work. 

The engineering graduates of the Ecole 
Polytechnique in France and other European 
institutes of technology are properly looked 
upon as able and qualified elite; but it should 
be recognized that, although such graduates 
have manned managerial posts adequately in 
the past, the lack of understanding of the 
economic and aspects of 
management which they sometimes display 
makes them inadequately prepared to deal 
with the rapidly changing problems of a 
complex world in which democratic pressures 
from both within and outside the enterprise 
must be the subject for analysis and accom- 
modation.” 


administrative 





%” “Management Education and Advanced Training in 
the Light of European Integration,’”’ European Produc- 
tivity, No. 31 (February, 1959), pp. 34-38. 

51 G. d’Estaing, “The European Institute of Business 
Administration” (see note 50), pp. 39-42. 


In addition to continued utilization of ex. 
ternal programs of executive education (at 
universities, etc.), planned programs of man- 
agement development within the firm are 
highly productive.” The enterprise itself can 
be one of the most effective tools for the im. 
provement of managerial performance, a too] 
often overlooked or poorly utilized.” 

The development of business education in 
Europe should not be limited to a dissemina- 
tion of “management techniques.” There 
must be continuing basic research in the so- 
cial sciences related to managerial problems, 
as well as applied research concerned with 
operational aspects of the business firm and 
the state enterprise. It is heartening to see 
this recognized and emphasized in the 
reports of continuing developments in 


Europe.” 


Summary and Conclusions 


Thus, the broad problems of European 
economic expansion and industrial develop- 
ment are closely related to the critical factor, 
management, the ability to organize and deal 
effectively with the problems of human and 
other resources in growing business and gov- 
ernment enterprises. While the problems of 
management development and _ executive 
education in our society are very broad, we 
have emphasized here those aspects most 
closely related to personnel administration, 
that specialized field concerned with organ- 
izing the work force and the supervisory 
structure needed to direct it and to secure 
optimal performance from it. 


* Cf. Harbison and Myers (see note 3), p. 110. 

3 E. H. van Delden, “Programming the Improvement 
of Management,” European Productivity, No. 33 (Octo- 
ber, 1959), pp. 70-74. 

54 Robert K. Stolz, “Getting Back to Fundamentals in 
Executive Development,” Personnel, Vol. 30, No. 6 
(May, 1954), pp. 434-444; Philip R. Kelly, “Reappraisal 
of Appraisals,” Harvard Business Review, Vol. 36, No. 
3 (May-June, 1958), pp. 59-68. 

55H. F. Schwenkhagen, “Dissemination of Top Man- 
agement Principles and Techniques,”’ CIOS, XIth Inter- 
national Congress of Scientific Management, General 
Reports, Paris, June 24-28, 1957 (Paris: CNOF, 1957), 
pp. 21-51. 

56 T. E. Chester, ““The Place of The Social Sciences in 
Management Education,” European Productivity, No. 31 
(February, 1959), pp. 31-33; EPA—Activities and 


Achievements, pp. 31-32. 
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The problems of personnel administra- 
tion in Western Europe include those of de- 
fining objectives and stating policies for man- 
agement, developing workable organiza- 
tional relationships and an understanding of 
the staff role and functions of the personnel 
department, and the technical problems of 
diagnosing needs and selecting or designing 
programs appropriate to the situation. In all 
of these, both technical and human factors 
must be considered, for the “best” personnel 
methods (e.g., job evaluation) will be inap- 
propriate and ineffective if human values 
and situational needs are not taken into ac- 
count. International standards of manage- 
ment practice (not just American “tech- 
niques”) should be adaptively applied, with 
local modifications to suit local cultures. 

Professionally, European personnel man- 
agement is in some respects highly devel- 
oped. The Institute of Personnel Manage- 
ment in London, especially, has an extensive 
program of high-level courses and confer- 
ences aimed both at qualifying new entrants 
for their examinations in the field and at con- 
tinuing the professional development of spe- 
cialists already active. Elsewhere, the same 
high standards may be lacking, but modern 
principles and methods in the fields of hu- 
man relations, selection, training, and wage 
administration are well known, at least by 
the leading experts in most countries. What 
is needed is a spreading of this knowledge 
and understanding, and an increased profes- 
sionalization of attitudes toward the ex- 
change of research and practical experiences. 

Activities in supervisory training and ex- 
ecutive education today are widespread 
throughout Europe, but they are far from 
being intensive enough. This is partly a prob- 
lem of cultural change, involving modifica- 
tion of values to place business leadership 
higher in the status systems of the various 
countries, but cultures will change as educa- 
tional patterns change. Basic to other recom- 
mendations is the general need to expand the 
university level of education, with special 


emphasis on broadly based, liberal studies 
preparing students for executive careers. 

Other recommendations for European 
management education and personnel admin- 
istration include the following: 


© Expansion of university level education 
in business administration (including 
personnel administration) as part of the 
curriculum of leading universities, and 
in the human and administrative as- 
pects of management for engineers and 
scientists enrolled in technical insti- 
tutes.” 

Further professional development of 
European personnel administration by 
organizing an international or Euro- 
pean association, sponsoring of inter- 
national meetings of specialists, and 
wider circulation of research results. 
Continuing research in the behavioral 
sciences and on operational problems 
of business enterprises, with closer co- 
operation between universities and en- 
terprises in the gathering of research 
and teaching materials, and wider dis- 
semination of results. 


Continuing support for specialized cen- 
ters of management education spon- 
sored by employers associations and 
other groups. 

Encouragement of planned programs 
of executive development within busi- 
ness enterprises and government estab- 
lishments. 

Expanded activity in “training the 
trainers” for supervisory development 
programs, especially in the underdevel- 
oped areas of Greece, Turkey and 
Italy. Each training situation must be 
carefully diagnosed, and programs de- 
veloped and applied which are appro- 
priate to the needs of the situation. 


*7 On some of the difficulties, see Melchior d’Abranyi 
Report on the Conference for the Promotion of Industrial 
Engineering and Management Education at University 
Level in European Countries, organized by the Inter- 
national University Contact for Management Education, 
EPA Project No. 277 (Paris: EPA-OEEC, 1955), espe- 
cially ““Resistances to be Overcome,” pp. 11-19. 











A Longer Look at the Sixties 


LEE E. PRESTON 


Will the “Soaring Sixties” live up to their name? This autho; 
doubts it and presents facts to support the view that they will 
in truth, “pose a serious test for capitalistic stability and growth? 


in the United States. 


The decade of the Nineteen Sixties has been 
ushered in with an unprecedented discussion 
of the long-term trend of economic growth 
in the United States.’ In spite of controver- 
sies over whether or not anticipated growth 
rates are adequate, and considerable uncer- 
tainty over the pattern of economic activity 
to be expected in 1960-61, the forecasts for 
the Sixties have, in almost every instance, 
been cast in terms of general prosperity, high 
and rising levels of output and income, a 
“boom at the upper level” and a continued 
increase in “the diffusion of well-being.” 

In some of the more popular versions, it 
would appear that the Fifties are being rep- 
resented as a countdown—interrupted for 
readjustment of the instruments on three oc- 
casions—from which the economy is to be 
launched into the soaring trajectory of the 
Sixties. As one account has it, “American 
business is now approaching the threshold 
of one of the great decades in its history— 
a decade of unparalleled prosperity, of rec- 
ord growth, of extraordinary improvement 
in incomes and living standards, of expan- 
sion in domestic and foreign markets that 
dwarfs anything yet experienced.” 

1 The largest collection of data and commentary is to 
be found in the 1959-1969 record of the Joint Economic 
Committee, see especially Hearings, Part 2: “Historical 
and Comparative Rates of Production, Productivity and 
Prices,” the Staff Report and the final Report of the 
Committee. The Markets of the Sixties, a compilation of 
articles from Fortune, and Long Range Projections for 
Economic Growth, a National Planning Association Staff 
Report, present careful interpretations of recent trends 
in the economy and some very optimistic projections for 
the next decade. Popularizations of these studies, and 
less intensive investigations along similar lines, have 
appeared in virtually all business periodicals and in a 
number of pamphlets and monographs published by 


individual firms. 
2 Decade of Decision: A Marketing Profile of “The 


Big Sixties,” McCann-Erickson, Inc., p. 5. 
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Although not all reports are couched in 
quite such glowing terms, there is little sign 
of doubt that the decade ahead will be one 
of considerable general economic expansion, 
The points of controversy, both political and 
academic, have been whether or not this 
growth will be sufficient to meet both mili- 
tary and civilian needs, whether the increase 
in wealth will be used to best advantage, and 
whether the growth of the economy will be 
uniform or sporadic. 

Each of these issues is worthy of serious 
consideration and debate; however, the basic 
assumption of continued long-term expan- 
sion is perhaps worthy of more examination 
than it has generally received. Although the 
writer's crystal ball is no clearer than anyone 
else’s, an examination of the record of United 
States economic development since the tum 
of the century seems to offer some grounds 
for dissent from the currently popular fore- 
cast of “secular exhilaration” for the next 
decade. A longer historical perspective—and 
particularly the interpretation of the recent 
past in the light of such a_perspective— 
raises some questions about the “take-off 
into prosperity” which the Fifties allegedly 
represent, and, indeed, suggests that the Six- 
ties, far from promising an almost inevitable 
harvest of plenty, really constitute a serious 
test for capitalistic stability and growth. 


Measurement of Economic Growth 


In speaking of the growth of the economy 
it is essential to establish clear distinctions 
between real output changes and price level 
changes, between changes in the level of 
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output and the rate of change of that level, 
and between changes in aggregate output 
and in output per capita. This discussion is 
phrased entirely in terms of real output val- 
ued at constant (1958-59) prices. Although 
the statistical problem of correcting for price 
level changes is a complex one which can 
never be solved to everyone’s satisfaction, 
the standardized methods of adjustment 
must be accepted as at least approximately 
accurate. The same degree of approximation 
must be tolerated for the related, and even 
more perplexing, problem of the comparison 
of total outputs containing different kinds of 
commodities—as in the comparison of total 
output containing buggies with total output 
containing automobiles. 

In spite of these statistical problems, the 
concept of Gross National Product is well 
established as an indicator of the total volume 
of final goods and services produced in the 
economy. Although the GNP figure cannot 
be unambiguously interpreted as the price 
or value of total output for any single period, 
the pattern of change in the GNP series is 
probably our best record of economic devel- 
opment. 

The notion that the significance of a given 
volume of production is to be found in terms 
of the number of people being sustained by 
it is also generally accepted and, although 
no suggestion as to the actual distribution of 
income is involved, the concept of income or 
product per person suggests welfare impli- 
cations which cannot and need not be en- 
tirely disregarded. Per capita GNP has been 
described by Professor Raymond Goldsmith, 
of the National Bureau of Economic Re- 
search, as “our key measure of intensive 
growth...the most usable, simple, single 
measure of economic growth we have.” 


*Testimony in Employment, Growth and Price Levels, 
Part 2, pp. 233 and 270. Goldsmith describes the series 
showing “‘aggregate real consumption per full consumer” 
as “the closest simple approach to a welfare measure of 
national product” (p. 270). Although this series allows 
Mcome distribution a role in welfare measurement, its 
use as a welfare measure implies that the savings-invest- 
ment relationship is not involved in the static determina- 
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Direction of Change 


All of the current forecasts for tie Sixties 
explicitly assume the absence of catastrophic 
depression and of full-scale war. All assume 
implicitly a continuation of approximately 
the present state of military preparedness and 
of something like the postwar pattern of 
monetary and fiscal policies with the con- 
comitant phenomena of creeping inflation 
and an occasional slight recession. Although 
alternative assumptions are possible, these 
are probably the most useful ones for current 
forecasting purposes. 

There can be little doubt that the total out- 
put of goods and services in the United 
States economy wiil increase over the next 
decade. The year-to-year changes in GNP 
have been positive in forty of the last sixty 
years. Even for the decade of the Thirties, 
only four year-to-year declines in GNP are 
recorded, and output was greater in 1939 
than in 1930. Further, the role of population 
growth both as a source of labor time and as 
a source of demand for goods and services 
justifies the anticipation of rising total out- 
put levels. 

Census estimates of United States popu- 
lation by 1970 fall between 202 and 220 
million, and estimates of labor force and 
labor participation rates are subject to even 
narrower margins of error. The problem of 
forecasting for the next decade is less a mat- 
ter of determining the direction of change 
than of determining the speed at which 
growth will take place and, very importantly, 
the relationship between the two growing 
phenomena, output and population. Atten- 
the rate of 
growth of total output and of output per 


tion therefore centers upon 


capita. 

tion of economic welfare; only consumption produces 
well-being. Although one can see the argument for this 
position, it would seem equally valid to assume that two 
economies with equal total outputs and equivalent in- 
come distributions were equally well off although in one 
case all of the output was consumed while in the other 
a sizeable portion of output was saved and invested. The 
long-run position of the ant vis-a-vis the grasshopper, of 
course, is well-established—at least, in mythology. 
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Rate of Growth 

The significance of past or anticipated 
changes in GNP is to be found not only in 
the change in the number of people to be 
sustained by each level of output but also 
in the base level of output from which the 
change occurred. Changes, both positive and 
negative, in total output which would loom 
large in some economies would appear small 
in others. For example, the decline of roughly 
$10 billion in real GNP during the recession 
of 1957-58 was viewed in some quarters as 
a minor matter; a decline of the same amount 
would, however, have been devastating to, 
say, the $72-billion economy of 1900. 

In order to place changes in the level of 
output in perspective in terms of their rela- 
tive significance, the rate of change from 
year to year is frequently used as a common 
unit for describing and comparing changes 
over time. Thus, in the above example, a de- 
cline of 2.3% is contrasted with a decline of 
14% and, however one may view the serious- 
ness of the first, the contrast between the two 
situations is quite clear. 

In order to facilitate such comparisons, 
much of the recent discussion of economic 
growth has been phrased in terms of per- 
centage changes in output from year to year, 
the rate of growth rather than the amount of 
growth. It is frequently pointed out by par- 
ticipants in such discussions that, in a grow- 
ing economy, equal annual increments to 
total output will produce declining rates of 
growth. This is, of course, true and is the 
reason for using relative rather than absolute 
measures of growth in the first place. A de- 
clining rate of growth is entirely consistent 
with an increasing level of output, as the his- 
torical development of the United States 
economy clearly evidences. A stable level of 
output means a zero rate of growth; a decline 
in output, a negative rate. 

Annual growth rates may be computed for 
any and all pairs of years for which com- 
parable data are available.‘ A series of year- 
to-year comparisons is useful for some pur- 


poses; however, in order to gain some under. 
standing of the trend of economic activity 
over time the average annual rate of growth 
over longer periods may be estimated. (It 
should be noted that the more irregular the 
pattern of growth, the less representative js 
any single figure calculated for the entire 
period.) 

The most refined method of estimating 
growth rates requires the fitting of a smooth 
curve to the data under analysis; the slope 
of the curve can then be used to estimate the 
rate of change in the series. The choice of 
the function to be fitted and the goodness of 
fit required will, of course, have considerable 
effect upon the growth rates estimated. 


Measuring the GNP 


For GNP and related series the standard 
practice is to fit simple logarithmic functions; 
these functions, which appear as straight 
lines on a ratio scale (see Charts 1—4), assume 
a constant percentage change from year to 
year. Because tnese logarithmic functions 
have generally been found to be acceptable 
for describing GNP and related time series, 
a short-cut method of estimating growth 
rates is frequently used. The values of the 
series at the beginning and the end of the 
period under study are simply substituted in 
the compound interest formula and the equa- 
tion solved for the rate of interest (growth) 
necessary to obtain the later value from the 
earlier one.” 


‘ For all possible year-to-year comparisons of GNP for 
1909-59, see data submitted by the Committee for 
Economic Development in the Report of the Joint 
Economic Committee, table following page 18. 

1 
5 That is, V. V 


Fe ; ; insert values of V,, V, 


(1 + r)® 
and n, and solve for r. The sometimes encountered 
estimation of a “rate of growth” as the quotient of 
(V,—V,) divided by the number of years (n) is simply 
incorrect. The simple averaging of year-to-year rates of 
change in a series is not a generally applicable procedure 
because the influence of different directions of change 
depends upon the order in which they occur. For ex- 
ample, if the successive values of a series are 100, 110, 
and 99, successive rates of change are +10 percent 
and —10 percent. A simple average would yield a “zero 
rate of growth, when in fact the series shows a decline, 
as both a fitted curve and a compound interest calcula- 
tion would indicate. The writer is indebted to H. 0. 
Stekler for an illuminating discussion of growth rate 
calculations, 
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The estimation of growth rates from the 


compound interest formula is easy. It is heav- ' 


ily influenced, however, by the selection of 
the end points to be compared. When fairly 
short periods are involved, the rates of 
growth obtained may be considered descrip- 
tively accurate. Over longer periods, aver- 
ages of several annual statistics are fre- 
quently used as the initial and terminal val- 
ues in order to assure that the values used 
in the formula will not depart significantly 
from the end points of a logarithmic regres- 
sion line fitted to the entire series. 

When care is taken in both the selection 
and interpretation of the data, the error in- 
troduced by the simplified procedure may be 
negligible; conversely, a series showing any 
significant fluctuations may be characterized 
by a number of different computed “growth 
rates.” The Republican minority on the Joint 
Economic Committee has complained that 
“,.. the time periods and terminal dates used 
in both staff and committee reports are in- 
variably and obviously juggled to put the 
worst possible light on the record of the pres- 
ent administration .. .”” 


Record of Growth, 1900—59 


In order to gain a perspective on the re- 
cent optimistic forecasts of economic growth 
for the 1960's, a series of computations has 
been made, using the compound interest for- 
mula, of the rates of growth in GNP and 
GNP per capita over the first six decades of 
the present century. The data used for these 
tabulations are those published by the Na- 
tional Planning Association in its National 
Economic Projections Series.’ The rates com- 


Report of the Joint Economic Committee, p. 74. One 
of my colleagues has suggested that in the recent politi- 
cal discussion of growth rates, the Republicans have 
measured from trough to peak, obtaining maximum 
figures, while the Democrats have measured from peak 
to trough, with opposite results. However, the variation 
in the so-called “growth rates” cited makes one suspect 
that even greater irregularities in statistical procedures 
have been involved. 

"Materials in this series are available by subscription 
only; data are plotted, but not tabulated, in Long Range 
Projections for Economic Growth, p. 3. The NPA staff 
kindly made the original data available for my use. The 
NPA data are adapted from that prepared by Goldsmith 
and others at the National Bureau of Economic Research, 
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Table 1 


Computed Rates of Growth in GNP and GNP 
per Capita, by Decades, 1900-59 
(per cent per annum) 











run | BatephGizwth | Buel Crt 
1900-09....... 4.5% 2.7% 
LORI) a... 3.6 2.3 
1920-29....... 4.0 2.5 
1930-39. 1.6 9 
1940-49....... 4.0 2.8 
1950-59....... 3.5 1.6 











puted here are intended to measure the aver- 
age rate of change over each decade of the 
century. Note that the years included in the 
computations do not overlap; a total of ten 
years or nine annual compoundings is in- 
volved in each decade. 

Results of this computation of growth rates 
for GNP and GNP per capita are presented 
in Table 1. These results are consistent with 
those obtained by others when adjustment 
for 1958 price levels is made.* 

The first decade of the century shows the 
highest rate of growth and the decade of the 





and the chart referred to here is similar to that presented 
by Goldsmith in his testimony before the Joint Economic 
Committee; see Hearings, Part 2, p. 234. Difference 
between the two charts is due to the price weights used; 
these alter not only the height but also, slightly, the 
shape of the curves. 

* The only unexplained lack of consistency between 
these results and those published by others is the figure 
for a 1919-59 comparison of GNP per capita which 
would be obtained from this data. The figure which can 
be obtained here is 1.6 percent which is roughly that 
obtained by Goldsmith using 1929 prices (1.64 percent). 
The Report of the Joint Economic Committee shows a 
figure of 1.2 percent for that period. So far as can be 
discovered, this is a misprint; it implies an average 
annual population increase of 1.68 percent for 1919— 
59 when the actual increase was 1.30 percent. See Re- 
port, p. 11, Table 2. The peak-to-peak growth rates 
computed for the reference cycle identified by the Na- 
tional Bureau do not show the secular decline in growth 
rates quite so clearly. Of the fourteen complete cycles 
identified during 1899-1957, the three post-war cycles 
show computed growth rates as follows: 


1945-48 —3.0 percent 
1948-53 4.9 
1953-57 2.4 


A negative peak-to-peak growth rate is recorded for only 
one other cycle of this century (—9.3 percent for 1918- 
20), and for only three previous cycles are the growth 
rates computed below 2.4 percent. The high rate of 4.9 
percent for 1948-53 was the same as that computed for 
the 1899-1902 cycle and was exceeded by the computed 
rates for four other periods (1913-18, 1920-23, 1923-— 
26, 1937-45). See Staff Report, p. 38, for data and 
references. 
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G.NP FOR FIRST AND LAST YEAR OF EACH DECADE - 1900-59, 
WITH PROJECTIONS TO 1970, BASED ON THE INITIAL DECADE 
(G.N.P IN BILLIONS OF 1958 DOLLARS - RATIO SCALE) 
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CHART 1 


Thirties by far the lowest. The Twenties and 
Forties stand about equal; however, it should 
be noted that the GNP of the Twenties was 
virtually all private product while the GNP 
of the Forties contained 10-20% Government 
product plus the stimulation of large-scale 
Government spending on the private econ- 
omy. The rate of 3.5% annual growth com- 
puted for the Fifties is not far below those 
of the earlier decades. 

The rates of growth of GNP per capita 
are perhaps less familiar. The rate computed 
for the Forties exceeds that of the earlier 
years; however, any elimination of the mili- 
tary element from the GNP would place the 
first, third and fifth decades at roughly the 
same order of magnitude in this series. The 
Thirties are expectedly low; however, the 


fact that the per capita growth rate of the 


Fifties is substantially lower than that of any 
decade other than the Thirties may be sur- 
prising. 

The implications of these differences in 
growth rates for long term economic devel- 
opment may be perceived in Table 2 and 
Charts 1 and 2 reproduced here. 

In Table 2 the GNP and GNP per capita 
for 1959 and 1970 are projected from the ini- 
tial year of each previous decade by means 
of compounding the computed rate of growth 
of that decade over the relevant time span; 
these projections are pictured diagrammati- 
cally in the charts. It is startling to discover 
that if the economy had continued through- 
out the century the rate of growth in GNP 
which marked the first decade, GNP in 1959 
would have exceeded one trillion dollars, 
more than double the actual level attained. 
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GNP PER CAPITA FOR FIRST & LAST YEAR OF EACH DECADE 
900-59, WITH PROJECTIONS TO 1970, BASED ON THE INITIAL 
DECADE. (I958 PRICES -RATIO SCALE) 
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CHART 2 


The rate of growth of the Twenties would, 
if continued, have produced a 1959 GNP 
roughly 35% greater than that actually re- 
corded and a trillion-dollar GNP by 1970. 
In marked contrast, of course, is the projec- 
tion from the Thirties, which would have 
yielded a 1959 GNP about 40% below the 
observed level and a 1970 output less than 


half that which could be attained by a con- 


tinuation of the growth rates of the Fifties. 

The projections of per capita GNP (Chart 
2) present a similar picture. The first decade 
yields the highest projection, the Thirties the 
lowest, and the Fifties are next to the bottom. 
Differential changes in the rate of population 
growth account, of course, for variations in 
the relative differences of figures in each pair 
of columns. 


Table 2 


Projected GNP and GNP per Capita, 1959-70, at Growth Rates of Previous Decades 
(1958 prices; GNP in billions) 














1959 | 1970 
Decade for Base of Projection | 
GNP GNP per Capita | GNP GNP per Capita 
oS en a eae eee ees Ae 
1900-09... |  $1051.9 $4450 $1734.3 $5938 
1910-19... 619.8 3490 917.1 | 4460 
1920-29... - 658.1 3456 1015.9 4529 
1930-39... alee 286.3 1913 339.7 | 2108 
1940-49. . eas 479.5 2862 737.3 3875 
1950-59. . . a aan 480.0 2669 700.2 3164 
| 
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These results clearly indicate a decline in 
the rate of growth of GNP and of GNP per 
capita since 1929. Any adjustment of the 
production of the Forties and Fifties to al- 
low for (1) military production and (2) un- 
usual rates of capital replacement would 
make the trend even more marked. What 
these computations serve to emphasize, how- 
ever, is that the decline in the rate of growth 
results not simply in an immediate gap be- 
tween current and anticipated levels of out- 
put but sets off a cumulative process which 
is reflected in the levels of economic activity 
in all succeeding periods. 


Legacy of Depression 


The clear import of these computations is, 
first, that except for the stimulus of wartime 
spending, there is a marked secular tendency 
for a decline in the rate of economic growth, 
both on an aggregate and a per capita basis. 
Further, it is clear that, in terms of long-run 
growth levels, the economy has never recov- 
ered from the Great Depression. 

In spite of wartime expansion, neither the 
level nor the momentum of pre-1929 eco- 
nomic activity has ever been regained. The 
continuation of any pre-1929 rate of eco- 
nomic expansion would have produced sig- 
nificantly higher levels of output, total and 
per capita, than those actually achieved in 
the Forties and Fifties, and 1970 would loom 
brighter projected in terms of the status quo 
for any decade prior to the Fifties except 
that of the Great Depression. 

Recalling the “stagnationist” discussions 
of the Thirties, it is difficult to suppress the 
conclusion that these gloomy prophets were 
more right than wrong. Although any projec- 
tion of the record of the Thirties as a forecast 
of the future was clearly erroneous, the 
“stagnationist” argument emphasized, first, 
the seriousness of the possibility that such a 
forecast might prove to be accurate and, sec- 
ond, that the losses of output and of the mo- 
mentum of economic activity during the 
Thirties presaged a permanent departure of 


the economy from its earlier path of develop. 
ment. 

In some of the critical discussion at the 
time and in many of the contemptuous refer. 
ences to “stagnationism” in recent years, the 
concept of stagnation has been represented 
as an extension of the growth trend of the 
Thirties to the present and beyond, as in 
Chart I. However, a more accurate illustra- 
tion of the “stagnationist” argument is to be 
found in the order of magnitude of the 1970 
GNP as projected from the growth rate of 
each previous decade of this century. 


Projections for the Fifties 


It is not a sufficient characterization of the 
record of economic activity during the Fifties 
to say that it was far below levels which 
might have been attained if the pre-Depres- 
sion rate of expansion had continued. Even 
granting that fact, the Fifties could have 
marked a new period of economic develop- 
ment which might have duplicated or even 
exceeded that of the pre-1929 years. 

Table 3 (page 91) and Chart 3 (page 92) 
have been prepared in order to show what 
the Fifties and Sixties would look like if any 
of the earlier rates of economic growth had 
prevailed during the postwar years; that 
is, they indicate levels of output which would 
have been attained in the Fifties and which 
would be attainable in the Sixties, if the econ- 
omy had returned to pre-1950 growth rates, 

It is not, by this time, surprising to find 
that 1930-39 yields the low figure in each 
column and that the actual figures for 1959 
and the projections based upon the growth 
rates of the Fifties are next to the bottom in 


_all cases. What is more striking is the dis- 


covery that the 1959 per capita GNP is only 
$154 higher than it would have been had 
the Fifties followed the same relative pat- 
tern of development as the Thirties. 


In contrast, the growth rate of the decade 
1910-19, the lowest of the pre-Depression 
figures, would have increased per capita 
GNP by $168 in 1959 and the forced draft 
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Table 3 


Projections of GNP and GNP per Capita from 1950 Level to 1959 and 1970 
on the Basis of Growth Rates of Each Previous Decade 
(1958 prices; GNP in billions) 





S—_—_ 


— 











1959 1970 
Decade Growth Rate | 
Used for Projection 
GNP GNP per Capita GNP GNP per Capita 
1900-09 | $530.6 $2940 $874.7 $3924 
1910-19 | 485.6 2837 718.5 3622 
1920-29 | 502.7 2854 776.0 3794 
1930-39 | 405.4 2515 481.1 2774 
1940-49 | 501.3 2975 770.6 4026 
1950-59 | 480.0 2669 700.2 3164 














economy of the Forties would have yielded 
a 1959 per capita product higher by more 
than $300. It should be noted that the period 
1940-49 over which the growth rate is com- 
puted includes the postwar recession as well 
as military spending in 1941-45. Hence, 
“forced draft” really describes only half of 
the period. The record of 1940-49 may be 
interpreted, however, as something akin to 
that which the economy might have expe- 
rienced if it had received less rapid but more 
sustained stimulus from Government expen- 
ditures. The results obtained when these 
growth rates are extended to 1970 are evi- 
dent from the table and chart. 


The Sixties in Perspective 


Anyone with a reliable time series, a book 
of log tables, and a pad and pencil can com- 
pute his own growth rates and “prove” a 
number of highly debatable and sometimes 
inconsistent propositions. He can also apply 
any given growth rate to the level of output 
of the economy at any particular period of 
time and show what the level of output 
“might have been” at some other period had 
the given growth rate prevailed. 

Such exercises are rather easy and, taken 
by themselves, both harmless and pointless. 
The purpose of offering these computations 
here is not to argue that, in point of fact, the 
economy could have maintained the growth 
rates of the pre-Depression era throughout 


the century and into the distant future. On 
the contrary, the purpose is simply to place 
the actual record of the Fifties and the popu- 
larly reported forecasts of the Sixties in an 
historical context which, perhaps, will fa- 
cilitate interpretation of both the record and 
the forecasts. 

In the light of this historical perspective, 
it is at once evident that, far from constitut- 
ing a countdown into prosperity, the Fifties 
constitute the least expansive decade of the 
century other than the decade of the Great 
Depression. The significance of this simple 
fact is underscored by a listing of the forces 
usually cited as responsible for the so-called 
“boom” of the Fifties: Government product 
amounting to 10% and a Federal budget 
amounting to more than 15% of GNP; a cap- 
ital investment boom generated by twenty 
years of obsolescence, of expanding popula- 
tion and changing technology; a tremendous 
volume of construction, public and private, 
generated by population growth and urbani- 
zation. These sources of extraordinary de- 
mand during the Fifties were responsible 
for the observed rate of growth of output. 
They were not, however, sufficient to push 
the economic expansion of the Fifties to lev- 
els comparable with those of the first, third 
or fifth decades of the century. 

The implications of this perspective for 
forecasts of the Sixties are, of course, de- 
batable. On the one hand, it might be argued 
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that the Fifties constitute a cyclical trough 
on a rising trend; thus, although considerable 
absolute growth took place, the rate of ex- 
pansion would be expected to decline. In 
terms of this model, a recovery to a cyclical 
peak on the same trend during the Sixties 
would explain the most sanguine of forecasts. 
Indeed, depending upon the width of his 
pencil and the quality of his ruler, the fore- 
caster can anticipate a GNP of $900 billion 
and beyond by 1970. The conception of the 
Fifties as a period of cyclical decline is not, 
however, widely prevalent. 

If, on the other hand, the Fifties are 
viewed as a period of relative prosperity, 
marked by three recessions but stimulated 
at least to “normal” levels of activity by the 
demand forces listed above, then the prog- 
nosis for the Sixties is less sanguine. The 
forecaster is left with the projection of the 
Fifties into the next decade and with the re- 
sponsibility for explaining why the actual 
rate of growth will not fall short of this pro- 
jection. In addition to the uncertainty sur- 


rounding both military spending and the 
continued rate of expansion of capital invest- 
ment, the consumer’s disposition of his in- 
creasing flow of “discretionary” income be- 


comes a primary factor in the analysis.’ 


Forecasts which project higher rates of 
growth than those of the Fifties must antici- 
pate sources of. new demand and output 
great enough both to offset potential declines 
in the unusually stimulating forces of the 
Fifties and to increase the level of economic 
activity to even greater rates. It is not, of 
course, impossible to cite some possible fac- 
tors which might account for increasing rates 


of economic growth in the Sixties. 


The Joint Economic Committee managed 
to identify a few,” and the carefully docu- 
mented projection of the National Planning 
Association finds in the underlying variables 
a combination of growth elements sufficient 

®In this regard, the Fortune study presents some fas- 
an astonishing array of pos- 
sibilities open to consumers in the coming decade; the 


possibility that consumers may not, in fact, spend their 
incomes on this scale is not quite so seriously considered. 


cinating tabulations and 


10 Report, p. 17. 
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to establish a forecast of GNP of $735—820 
billion by 1970 and a growth rate of GNP 
per capita for the Sixties of 2.4%." 

The forecast that we are entering the 
“Soaring Sixties” may, of course, materialize. 
If so, they may soar economically because of 
(1) a reappearance of some of the dynamic 
expansionary forces which marked the first 
quarter of this century; (2) Government ac- 
tivity, whether for military or other purposes, 
on the scale of the Forties; or (3) the appear- 
ance of some new and perhaps not yet identi- 

a National Planning Association (see note 1). The re- 
lative accuracy with which the NPA staff projected the 
status of the economy in 1960 lends authority to their 
analysis of the trends of the future; see Gerhard Colm, 
“How Good Are Long-Range Projections of GNP for 


Business Planning?’’, this Review, Vol. I, No. 2 (Winter, 
1959), pp. 1-10. 


fied forces which may serve to re-invigorate 
the economy. 

The “Soaring Sixties” cannot, however, be 
projected from the record of the Fifties nor, 
it would seem, from the pattern of economic 
growth which has characterized the United 
States economy since the turn of the cen- 
tury. It is, perhaps, not uninteresting to re- 
call that one of the most rapidly expanding 
economic activities of the late Twenties was 
the production of rosy forecasts of long-run 
economic growth.” 


‘The writer gratefully acknowledges the helpful 
comments of a number of his colleagues during the 
preparation of this paper. He feels especially indebted to 
David C. Smith and H. O. Stekler, of the University of 
California, Berkeley. 











COMING . . . in the next issue of CII IR 


INTERNATIONAL TRADE SECTION—CMR’s next issue will present a group of 
authoritative articles on this vital subject which, without minimizing the often formida- 
ble risks involved, also point out the spots where profits and opportunities lie for entre- 
preneurs with the daring and diplomatic skill to operate in today’s troubled world. 





Ini this connection you will want to read International Intelligence for the International 
Enterprise by John J. Beauvois of McKinsey and Company Inc. His article reveals the 
existence of a new American diplomatic corps—private enterprise men, in grey flannel 
suits, with a global outlook who enlist cooperation and establish new plants abroad. Not 
the least of their functions is gathering and interpreting business intelligence for the 
home firm. Just how this is done is described in detail. 





Tips on getting along with a foreign labor force are also included in the next CMR. 
Don’t miss The Japanese Worker by Arthur M. Whitehill, Jr., Professor of Human Rela- 
tions in Industry at the University of North Carolina who, as a Fulbright professor in 
Tokyo, tested and interviewed workers in five Japanese factories to determine their 
motivations and the influence of traditional cultural values on production and morale. 
His findings will receive their first publication in the next issue of CMR. 





MANAGEMENT IDEOLOGY: MYTH AND REALITY—Are and should 

profits be the first goal of management? To an eighteenth century business- 
$$ man, brought up on Adam Smith and the classical school of economics, there 

was only one possible answer, an unequivocal “Yes.” Today’s managerial élite 
| qualify this answer in many ways, according to Thomas A. Petit of the UCLA 
School of Business Administration’s faculty who has written about this thorny 
| subject for CMR. Management men and firms with loyalties to both profits and the 
public interest will be fascinated by his article which surveys the problem definitively 
and suggests some workable answers. 








FORECAST OF THE BUSINESS OUTLOOK FOR 1961—What will the future hold 
for investors, bidders on government contracts, manufacturers, and service industries 
during the coming year? Is it a time for expansion, or are we in for a post-election slump 
and retrenchment? Will prices and taxes go down or up? What about wages and labor’s 
demands? Probable answers to these and related questions will appear in a very impor- 
tant forthcoming article discussing the business outlook for 1961. It has been prepared 
by experts for CMR and is scheduled for early publication. 





This is just a taste of the good things the next and forthcoming issues of CMR will contain. 
You can’t afford to miss them — Look for the next issue in your mail February 1 — Read it and 
we it to your advantage! 





